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The accounting and f in a n c ia l  re p o rtin g  p ra c tic e s  used by l i f e  
insurance companies have been in fluenced  by s ta te  re g u la tio n . S ta te s  
re g u la te  such o p e ra tio n a l a sp ec ts  o f th e  company a s  c o n tro llin g  in ­
vestm ent p ra c t ic e s ,  enacting  rese rv e  requ irem ents, p re sc r ib in g  the 
form and content o f  f in a n c ia l  and op era tin g  re p o r ts  and e s ta b lis h in g  
a u d itin g  requ irem ents. The in te n t  o f  s ta te  re g u la tio n  i s  to  promote the  
solvency o f  a l i f e  insurance company and th u s a ssu re s  th a t  c o n tra c tu a l 
o b lig a tio n s  w ith th e  po licyho lders w i l l  be f u l f i l l e d  by th e  in s u re r .
A nnually, l i f e  insurance companies a re  req u ired  to  submit to  
th e  s ta te s  in  which they a re  lic en sed  to  operate  a re p o r t c a lle d  the  
NAIC Statem ent Blank. This re p o rt con ta ins b asic  f in a n c ia l  and o p e ra t­
ing  s t a t i s t i c s  compiled by th e  l i f e  insurance company and prepared 
according to  a s e t  o f  d e ta ile d  in s t ru c t io n s  which accompany th e  re p o r t .
L ife  insurance companies a re  organized as m utual o r stock 
companies. In  a stock  l i f e  insurance  company, the  shareho lders advance 
th e  funds to  organize the  in su re r  and rece iv e  d iv idends on th e i r  
investm ent. In a d d itio n  to  s ta te  re g u la tio n , stock  l i f e  insurance 
companies a re  su b jec t to  reg u la tio n  by fe d e ra l agencies such as the  
S e c u r i t ie s  and Exchange Commission. The SEC re q u ire s  stock l i f e  
insurance companies to  f i l e  annual r e p o r ts ,  Form 10-K, and to  submit a 
r e g i s t r a t io n  statem ent p r io r  to  th e  sa le  o f  a d d itio n a l s tock .
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The in te n t  o f SEC re g u la tio n  i s  to  p ro te c t th e  shareho lders and to  
re q u ire  adequate d isc lo su re  o f  a l l  s ig n if ic a n t  f in a n c ia l  in fo rm ation .
Besides s ta te  re g u la tio n  and the  SEC, accounting and rep o rtin g  
p ra c t ic e s  o f stock l i f e  insu rance  companies a re  in fluenced  by C e r tif ie d  
P ub lic  A ccountants. CPAs render a re p o rt on th e  f in a n c ia l  sta tem ents o f 
stock  l i f e  insurance companies. The re p o r t  i s  included in  th e  Form 
10-K and becomes a p a r t  o f  the  annual re p o rt p resen ted  to  th e  share­
h o ld e rs . The re p o rt con ta in s expression  o f  an opinion on th e  fa irn e s s  
o f th e  f in a n c ia l  s ta tem ents in  accordance w ith g en e ra lly  accepted 
accounting  p r in c ip le s  o r , a s  in  th e  case o f  most stock  l i f e  insurance 
companies, in  accordance w ith p ra c tic e s  p rescrib ed  or perm itted  by 
reg u la to ry  a u th o r i ty , which vary  from g en e ra lly  accepted accounting 
p r in c ip le s .
The accounting p ra c tic e s  included in  t h i s  study were se lec ted  
by apply ing  the  fo llow ing c r i t e r i a :  p ra c t ic e s  which have a m a te ria l
e f f e c t  on th e  de te rm ina tion  o f ne t income and p ra c tic e s  which a f f e c t  
th e  appearance o f th e  published  f in a n c ia l  sta tem en ts. The study 
in c lu d es  an in v e s tig a tio n  o f the  fo llow ing p ra c tic e s  used by stock  l i f e  
insurance companies: rec o g n itio n  o f  revenue and expenses, computation
o f d e fe rred  fe d e ra l income ta x e s , accounting  fo r  investm en ts , rep o rtin g  
nonadm itted a s s e ts  and determ ina tion  o f  th e  form and conten t o f the  
annual f in a n c ia l  sta tem ents used in  re p o rtin g  to  sh areh o ld ers .
This study compares th e  s ta tu to ry  methods o f accounting  and 
re p o rtin g  w ith those methods th a t  would be app lied  under t r a d i t io n a l  
f in a n c ia l  accounting . C erta in  schedules and computations included in
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th e  NAIC Statem ent Blank a re  inco rpora ted  in to  t h i s  paper to  dem onstrate 
th e  v a rio u s  s ta tu to ry  techn iques used by stock  l i f e  insu rance  companies. 
The pronouncements o f th e  AICPA and e s p e c ia l ly  th e  Opinions o f the  
Accounting P rin c ip le s  Board a re  used to  e s ta b l is h  g e n e ra lly  accepted 
accounting  p r in c ip le s  as they  apply to  l i f e  insurance accoun ting .
The f in a n c ia l  s ta tem ents included  in  th e  NAIC Statem ent Blank 
a re  p resen ted  and c o n tra s ted  to  f in a n c ia l  s ta tem ents prepared under 
conventional accounting methods. AICPA p u b lic a tio n s , in c lu d in g  Account­
ing  Trends and Techniques. 1971. were used to  e s ta b l is h  conventional 
re p o rtin g  methods.
A comprehensive se t  o f  f in a n c ia l  s ta tem ents to  be p resen ted  
by stock l i f e  insurance  companies was recommended. These f in a n c ia l  
statem ents a re  to  be used fo r re p o rtin g  to  shareho lders and a re  not 
intended fo r reg u la to ry  purposes o r fo r  de te rm ina tion  o f fe d e ra l income 
ta x  l i a b i l i t y .  The recommended f in a n c ia l  s ta tem en ts include  trea tm en t 
o f  revenue and expense re c o g n itio n , d e fe rred  fe d e ra l income ta x e s , 
accounting fo r investm ents and nonadm itted a s s e ts  in  th e  most 
re le v a n t manner. The recommended method o f  re p o r tin g  would allow  
g re a te r  co m p arib ility  o f stock  l i f e  insurance companies w ith o ther 
in d u s tr ie s  and would promote m eaningful f in a n c ia l  re p o rtin g  by stock 
l i f e  insurance companies.
x
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CHAPTER I  
In tro d u c tio n
F in an c ia l sta tem ents a re  re p o r ts  prepared by or fo r  th e  manage­
ment o f  economic e n t i t l e s  and a re  designed to  give v i t a l  f in a n c ia l  
in fo rm ation  to  v a rio u s in te re s te d  p a r t i e s .  The s ta tem en ts a re  prepared 
under c e r ta in  assum ptions r e la t in g  to  th e  business environm ent. A 
knowledge and understand ing  o f th ese  assum ptions a re  e s s e n t ia l  in  order 
to  understand  and in te r p r e t  th e  data  rep o rted  in  th e  f in a n c ia l  
s ta tem en ts .
Over a pe riod  o f  tim e, accoun tan ts have developed two b asic  
f in a n c ia l  s ta tem en ts . The purpose o f th e se  sta tem ents has been to  
rmjObsct th e  f in a n c ia l  p o s it io n  o f a company a t  a p o in t in  tim e (Balance 
Sheet) and to  re p o rt th e  r e s u l t s  o f a company's o p e ra tio n s  fo r a period  
o f tim e (Income S ta tem en t). The q u estio n s  o f th e  s p e c if ic  in fo rm ation  
to  be p resen ted  and how th a t  in form ation  should be rep o rted  a re  
c o n tin u a lly  reviewed by accoun tan ts and by p ro fe s s io n a l accounting  
o rg a n iz a tio n s . IXtring May 1971, th e  American I n s t i tu t e  o f  C e r ti f ie d  
Public  Accountants (AICPA) au th o rized  th e  form ation o f two committees— 
one to  d e a l w ith th e  estab lishm en t o f  accounting  p r in c ip le s  and one to  
determ ine th e  o b jec tiv e s  o f  f in a n c ia l  s ta tem en ts . M arshall S . 
Armstrong, P resid en t o f  th e  AICPA, s ta te d  th a t  th e  study groups ”Are a 
c re a tiv e  response— not a defense stra tagem  to  s ilen o e  c r i t i c s  or to
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p ro te c t th e  s ta tu s  quo, but a genuine a ttem pt to  a c c e le ra te  p rog ress 
in  f in a n c ia l  re p o r t in g .” -̂
The ev o lu tio n  o f f in a n c ia l  s ta tem en ts fo r a given in d u s try  or 
e n te rp r is e  i s  su b jec t to  p re ssu re s  both from w ith in  th a t  in d u s try  and 
from o u ts id e  groups. Each in d u s try  has th e  prim ary re s p o n s ib i l i ty  o f 
developing f in a n c ia l  re p o rtin g  p ra c t ic e s  s u i ta b le  to  th e  needs o f th a t  
in d u s try . The f in a n c ia l  sta tem en ts o f  an  in d u s try  should not be 
considered a s  an end in  i t s e l f ,  but as  a means to  an end, and th u s  a re  
su b jec t to  v a rio u s requirem ents o f o u ts id e  groups. S tockho lders, 
governmental ag en c ies , c re d i to r s  and p ro fe s s io n a l groups e x e r t consider­
ab le  in flu e n ce  over f in a n c ia l  re p o rtin g  p r a c t ic e s .  I t  i s  d i f f i c u l t  to  
determ ine which fa c t io n , management or o u ts id e rs ,  or which group w ith in  
th e  o u ts id e rs  (s to ck h o ld e r, governm ental ag en c ie s , c re d i to r s  or 
p ro fe s s io n a l groups) should e x e rt th e  g re a te s t  in flu en ce  on f in a n c ia l  
re p o rtin g  p r a c t ic e s .  Obviously, w ith in  t h i s  framework a degree o f 
compromise must e x is t ,  and some c o n s id e ra tio n  fo r  each s p e c ia l  i n te r e s t  
group must be given to  Improve th e  o v e ra ll  q u a li ty  o f  f in a n c ia l  
re p o r t in g .
The assum ptions under which t r a d i t io n a l  f in a n c ia l  s ta tem en ts 
a re  prepared  d i f f e r  from those  assum ptions underly ing  l i f e  in su rance  
f in a n c ia l  s ta tem en ts . An understanding  o f  th e se  d iffe re n c e s  i s  needed 
to  examine th e  e x is tin g  accounting  and re p o rtin g  p ra c tic e s  used hy stock  
l i f e  in su rance  companies in  p reparing  pub lished  f in a n c ia l  s ta tem en ts .
^»News R eports ,” Tfe* Jgum ftl Accountancy. Volume 131, Number
6, (June 1971), p . 9.
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Accounting and re p o r tin g  p ra c tic e *  w ith in  th e  l i f e  insurance 
in d u stry  a re  com plicated by a number o f  fac to rs*  The in d u s try  i s  
su b jec t to  s ta te  re g u la tio n  in  a l l  a c t i v i t i e s ,  inc lu d in g  o p era tin g  
p rocedures, term s o f  c o n tra c ts  and f in a n c ia l  re p o rtin g  p ra c t ic e s .  The 
in te n t  o f  s ta te  re g u la tio n  i s  to  provide maximum p ro te c tio n  to  th e  
po licyho lders*  A ccordingly, th e  o p e ra tio n s  o f a company a re  reg u la ted  
in  an e f f o r t  to  a ssu re , t o  the  e x te n t p o ss ib le , th e  I t i l f i l l jn e n t  o f  the  
long-term  c o n tra c tu a l o b lig a tio n s  o f th e  company* S p e c if ic  examples o f 
s ta te  re g u la tio n  include  e s ta b lis h in g  p o licy  re se rv e  requ irem en ts , 
re q u ir in g  th e  use  o f c e r ta in  unique forms fo r  f in a n c ia l  re p o r tin g , 
imposing a u d itin g  requirem ents and re g u la tin g  investm ent p rac tic es*
The most s ig n if ic a n t  e f f e c t  o f  s t a te  re g u la tio n  on th e  f in a n c ia l  
sta tem ents o f l i f e  insurance companies i s  an emphasis on th e  l iq u id a tin g  
value ra th e r  than  th e  going concern value o f  th e  company* As a r e s u l t ,  
th e  f in a n c ia l  s ta tem en ts o f l i f e  in su rance  companies r e f l e c t  a g re a te r  
degree o f conservatism  th an  conventional f in a n c ia l  statem ents* S p e c if ic  
examples o f how conservatism  i s  a p p lied  a re  d iscussed  in  l a t e r  chapters*
L ife  insurance  companies a re  req u ired  to  submit annual re p o r ts
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to  th e  insurance  commissioners in  th e  s ta te s  in  which th e  in su re rs  a re  
lic en sed  to  o p e ra te . The form and conten t o f  th ese  annual r e p o r ts , 
e n t i t le d  th e  NAIC Statem ent Blank, a re  recommended by th e  N ational 
A ssocia tion  o f  Insurance Commissioners (NAIC). The Balance S heet,
2
The insurance  reg u la to ry  o f f i c i a l  o f th e  d i f f e r e n t  s ta te s  i s  
v a rio u s ly  designated  a s  th e  Commissioner, Superin tendent o r D irec to r 
o f Insurance* For purposes o f  t h i s  s tu ty ,  th e  s t a t e s '  insurance 
reg u la to ry  o f f i c i a l  w i l l  be re fe r re d  to  a s  th e  "Commissioner o f 
Insurance" or "Insurance Commissioner*"
k
Sunnary o f O perations, and Surplus Account dominate th e  NAIC Statem ent 
Blank* Although th ese  t i t l e s  appear s im ila r  to  th e  t i t l e s  o f conven­
t io n a l  f in a n c ia l  s ta tem en ts , th e re  a re  seme major d iffe re n c e s  in  both 
form and content o f l i f e  insurance and conventional f in a n c ia l  s ta tem en ts .
Some s ta te s  p ro h ib it  th e  p u b lic a tio n  o f  l i f e  insurance  finan ­
c ia l  sta tem ents on any b a s is  o th er th a n ^ th a t r e f le c te d  in  th e  NAIC 
Statem ent Blank. S ta te s  apply ing  t h i s  ru le  f e e l  th a t  th e  p o licyho lders  
a re  given maximum p ro te c tio n  through th e  accounting  and re p o rtin g  
p ra c tic e s  r e f le c te d  in  th e  NAIC Statem ent Blank. Any d ev ia tio n  ffom 
th e  s ta tu to ry  s ta tem en ts , they  reason , would cause conlhaion and 
weaken th e  a b i l i t y  o f  th e  insurance company to  meet i t s  c o n tra c tu a l 
o b lig a tio n s  to  th e  p o lic y h o ld e rs .
The most s ig n if ic a n t  in flu en ce  in  th e  development o f  l i f e  
insurance f in a n c ia l  sta tem ents has been le g a l  p r in c ip le s  a s  developed 
and ap p lied  by l i f e  insurance  com m issioners. The b a s ic  o b jec tiv e  o f 
l i f e  insurance f in a n c ia l  s ta tem ents i s  p ro te c tio n  o f  th e  po licy h o ld ers  
which i s  co n tra ry  to  th e  a c c o u n ta b ili ty  o b jec tiv e  o f conventional 
f in a n c ia l  s ta tem en ts .
Conventional f in a n c ia l  s ta tem en ts a re  in tended fo r re p o rtin g  th e  
r e s u l t s  o f  managementfs stew ardship  to  th e  s to ck h o ld e rs . The f in a n c ia l  
s ta tem ents g e n e ra lly  a re  included as p a r t  o f  th e  published  annual 
re p o r t  and inc lude  th e  Balance S h ee t, R esu lts  o f O perations, Statem ent 
o f Retained Earnings and Changes in  F in a n c ia l P o s itio n .
The accounting  p r in c ip le s  th a t  a re  ap p lied  in  th e  p rep a ra tio n  of 
f in a n c ia l  s ta tem ents a re  g en era lly  a p p lic a b le  to  a l l  in d u s tr ie s .  Each
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Industry  has c e r ta in  accounting  and re p o rtin g  problems p e c u lia r  to  th a t  
in d u s try  but i t  i s  th e  fe e lin g  o f aocountants th a t  excep tions should bs 
kept to  a minimum and c e r ta in  accounting p r in c ip le s  should be a p p lic a b le  
to  a l l  in d u s tr ie s .  The p o s it io n  o f th e  American I n s t i t u t e  o f  C e r tif ie d  
Public  Accountants i s  r e f le c te d  in  th e  statem ent th a t  " th e  b asic  
p o s tu la te s  and broad p r in c ip le s  o f accounting comprehended in  th e  term  
'g e n e ra lly  accepted accounting p r in c ip le s ' which p e r ta in  to  business 
e n te rp r is e s  in  genera l apply a ls o  to  companies whose accounting  
p ra c tic e s  a re  p resc rib ed  by governmental a u th o r i t ie s  o r commissions 
W ithout acceptance o f  t h i s  concept, u se rs  o f  f in a n c ia l  s ta tem en ts would 
have to  develop considerab le  e x p e rtis e  in  in te rp re t in g  in d iv id u a l 
in d u stry  f in a n c ia l  s ta tem en ts .
One o f th e  most b a s ic  and underly ing  accounting  p r in c ip le s  
a p p licab le  in  conventional f in a n c ia l  sta tem ents i s  th e  m atching concept. 
This concept re q u ire s  reco g n itio n  o f revenues in  th e  p e rio d  in  which 
they  a re  earned and reco g n itio n  o f  expenses in cu rred  in  earn ing  such 
revenue. The m atching o f  revenues and expenses fo r  th e  same period  
r e s u l ts  in  th e  determ ination  o f th e  n e t r e s u l t  from o p e ra tio n s  fo r th a t  
p e rio d . The comparison of net r e s u l t s  from o p era tio n s from period  to  
period  allow s th e  stockholder to  eva lua te  th e  e ffe c tiv e n e ss  o f  manage­
ment and to  take  ap p ro p ria te  a c tio n  based upon th e  rep o rte d  r e s u l t s .
3
^Committee on A uditing Procedure, A uditing S tandards and 
Procedures. S tatem ents SSL A uditing Procedure Nfij. 2 2 (NewYork:
American I n s t i tu te  o f  C e r tif ie d  P ublic  A ccountants, 1963), p . 70.
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The accounting  p r in c ip le s  underly ing  f in a n c ia l  re p o rtin g  have
developed over a period  o f tim e. The American I n s t i t u t e  o f C e r ti f ie d
P ublic  Accountants has been in s tru m en ta l in  th e  development and
prom ulgation o f  accounting p r in c ip le s .  During th e  1930*s ,  th e  AICPA—
in  conjunction  w ith  th e  S e c u r i t ie s  and Exchange Commission (SEC)—began
to  develop standards o f  f in a n c ia l  re p o r t in g . The r e s u l t s  of th e  e f f o r t s
4
o f th e  I n s t i tu t e  a re  r e f le c te d  in  v a rio u s  p u b lic a tio n s . The in te n t  
o f th ese  p u b lic a tio n s  i s  to  develop, define  and e s ta b l is h  methods o f 
f in a n c ia l  re p o r tin g  and accounting th a t  can be id e n t i f ie d  a s  g e n e ra lly  
accep ted .
The I n s t i tu t e  b e liev e s  th a t  e x is tin g  methods o f  f in a n c ia l  
rep o rtin g  can be improved. In October 1970, the  I n s t i tu t e  published  
Statem ent Number 4. o f th e  Accounting P r in c ip le s  Board, Basic Concepts
tud. Afiggwrtlnfi P r in c ip le s  U nderly ing  P in a n s i f l  Statffflgnltg s i  f l m i r w
E n te rp r is e s . The purpose o f  t h i s  Statem ent i s  " •  • . t<\ provide a 
b a s is  fo r enhanced understand ing  o f  th e  broad fundam entals o f f in a n c ia l  
accounting . I t  i s  a lso  in tended to  provide a b a s is  fo r  guiding the  
fu tu re  development o f  f in a n c ia l  accoun ting ."^
Many members o f th e  accounting  p ro fess io n  a re  not fU lly s a t i s ­
f ie d  w ith e x is tin g  accounting and re p o rtin g  p ra c t ic e s .  This
^Scme o f  th e  major p u b lic a tio n s  o f th e  AICPA in c lu d e  th e  follow ­
ing : Opinions o f  th e  Accounting P r in c ip le s  Board, Accounting Trends
and Techniques, Accounting Research S tu d ie s , S tatem ents on A uditing 
Procedures and Statem ents o f th e  Accounting P r in c ip le s  Board.
^Accounting P rin c ip le s  Board, Basic Concepts and Accounting 
P rin c ip le s  Underlying F in a n c ia l S tatem ents o f  Business E n te rp rise s  
(New York: American I n s t i tu t e  o f  C e r ti f ie d  P ub lic  A ccountants, 1970),
p . 1.
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disenchantm ent i3  good fo r  th e  p ro fess io n  to  th e  ex ten t th a t  i t  
encourages continuous re-exam ination  o f b a s ic  purposes and in te n t .
Need fo r the  Study 
Stock l i f e  insu rance  companies pub lish  annual f in a n c ia l  s t a te -  
msrtta. These f in a n c ia l  s ta tem en ts , many o f which have been au d ited  by 
C e r tif ie d  P ublic  A ccountants, a re  made a v a ila b le  to  th e  s to ck h o ld e rs , 
p o te n t ia l  s tockho lders and a l l  o th e r in te re s te d  groups. A lso, the  
f in a n c ia l  in fo rm ation  included in  th e  annual s ta tem ents i s  sometimes 
rep o rted  in  the  f in a n c ia l  p re s s .^
In d iv id u a ls  u s in g  th e  f in a n c ia l  s ta tem ents o f stock  l i f e  
insurance companies must be informed o f  th e  d iffe re n c e s  between l i f e  
insurance f in a n c ia l  sta tem ents and conventional f in a n c ia l  s ta tem en ts .
By in c lu d in g  a s e r ie s  o f  fo o tn o te s , most companies a ttem pt to  make th e  
reader aware o f the  id io sy n c ra c ie s  o f l i f e  in su rance  accounting . The 
foo tno tes a re  a b r i e f  genera l comment o f th e  trea tm en t affo rded  an
The follow ing in form ation  was rep o rted  in  The Wall S tre e t  
Jou rna l fo r th e  d a tes  in d ic a te d :
February 21, 1973—C onnecticut General Insurance C orp., a f t e r  
se v e ra l y e a rs  o f  bad experience on group acc id en t and h e a lth  l in e s ,  
reported  conso lida ted  o p e ra tin g  n e t o f $108.A m ill io n , or $6.03 a sh a re , 
up AO.5% from $77.6 m illio n , or $A*31 a sh are , l a s t  y e a r . Excluded a re  
c a p i ta l  ga in s o f $11.6 m illio n  in  1972 and $5.2 m illio n  in  1971.
November 1A, 1972—CL F in an c ia l C orp., th e  paren t company o f 
C a lifo rn ia  L ife  Insurance Co., expects to  post o p e ra tin g  earn ings o f 
about $A00,000, o r A1 cen ts  a sh a re , fo r th e  f i r s t  q u a r te r  ended 
September 30, up sharp ly  from $19A»000 or 19 cen ts  a sh are , a year b e fo re , 
Harry M itc h e ll, chairman and p re s id e n t, said  in  an in te rv ie w .
June 2 , 1972— L ife In v es to rs  I n c . ,  a f in a n c ia l  se rv ice s  concern 
s p e c ia liz in g  in  s e l l in g  l i f e  insurance and mutual f\und packages expects 
a b e t te r  th an  30^ in c rease  in  1972 o p era tin g  earn ings from $3*9 m ill io n , 
or $1.17 a share in  1971, Ronald L. Jensen , p re s id e n t, sa id  in  an 
in te rv ie w .
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item  under l i f e  in su rance  accounting  compared to  th e  trea tm en t of such 
item  under conventional f in a n c ia l  accoun ting . For th e  most p a r t ,  such 
foo tno tes do not inc lude  id e n t i f i c a t io n  o f  the  a b so lu te  amount o f th e  
d iffe re n c e s  but m erely a d iscu ss io n  o f th e  n a tu re  o f th e  d if fe re n c e s .
The owners o f  stock  l i f e  in su rance  companies use th e  published  
f in a n c ia l  s ta tem en ts to  a r r iv e  a t  an investm ent d e c is io n : buy, s e l l  or
ho ld . F in a n c ia l a n a ly s ts  and investm ent ad v iso rs  must a ls o  use th e  
same in fo rm ation  to  recommend investm ent d ec is io n s  to  t h e i r  c l i e n t s .
The published  f in a n c ia l  s ta tem ents o f  l i f e  insurance  companies a re  not 
in tended to  p re sen t f in a n c ia l  da ta  on which to  base investm ent d e c is io n s , 
but stockho lders and investm ent a d v iso rs  have no a l te r n a t iv e  bu t to  use 
th e  in form ation  th a t  i s  p resen ted .
Investm ent ad v iso rs  have been aware o f  c e r ta in  l im ita t io n s  o f 
published  f in a n c ia l  sta tem en ts o f  s to ck  l i f e  in su rance  companies and 
have ap p lied  v a rio u s  ru le-o f-thum b adjustm ents in  an a ttem pt to  r e s ta te  
l i f e  insu rance  ea rn in g s . One method o f  r e s ta t in g  earn ings tak e s  in to  
e f f e c t  th e  annual in c re a se  o f  in su rance  in  fo rc e . The amount added to  
earn ings i s  c a lc u la te d  per $1,000 o f  p o lic y  value and th e  follow ing 
sca le  ap p lied : $15 per $1,000 fo r whole l i f e ,  $8 per $1,000 fo r term
7
and $5 per $1,000 fo r  group. An in c re a se  in  whole l i f e  o f  $25,000,000, 
would r e s u l t  in  an in c re a se  in  s ta tu to r y  earn ings o f  $375»000.
Numerous s tu d ie s  have been conducted by f in a n c ia l  a n a ly s ts  and 
o th er groups to  e s ta b l is h  a standard  method o f  a d ju s tin g  l i f e  insurance
^John N. C lark , J r . ,  ” The Adjustment o f  L ife  Insurance Company 
E arn ings,” F in a n c ia l A nalysts Jo u rn a l. XXII (September—October 1966), 
p . 71.
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re p o rte d  ea rn in g s . In 1969, the  Insurance In v e s to rs  Advisory D ivision 
o f  Standard A n a ly tica l S e rv ice , I n c . ,  published  a resea rch  re p o rt 
t i t l e d ,  A djusting L ife  Insurance Company E arn ings. The re p o r t  was 
w r i t te n  to  meet the  needs o f  in v e s to rs  in te re s te d  in  l i f e  insurance 
companies. The p u b lic a tio n  ’’ex p la in s th e  te c h n ic a l  fa c to r s  involved 
in  a ttem pting  to  develop an accu ra te  and r e l i a b le  method o f a d ju s tin g  
earn ings to  o f f s e t  th e  rep o rted  lo s s  from high f i r s t - y e a r  a c q u is i tio n
g
c o s ts ,  t r a d i t io n a l  in  th e  sa le  o f l i f e  in su rance  p o l ic i e s .”
Also in  December 1969, th e  Committee on L ife  Insurance Earnings 
Adjustments o f the  A ssoc ia tion  o f  Insurance and F in a n c ia l A nalysts 
completed a fo u r-year study recommending a method o f  a d ju s tin g  l i f e  in ­
surance company earn ings to  make them conform more c lo se ly  to  g en era lly  
accep ted  accounting  p r in c ip le s .
The method o f a d ju s tin g  l i f e  company earn ings s e t  fo rth  in  
th e  Committee’s re p o rt ad d resses  i t s e l f  to  th re e  major a re a s :
1 . The adjustm ent fo r ,  and am o rtiza tio n  o f ,  a c q u is i t io n  
expenses. 2 . The adjustm ent to  re se rv e s  fo r  (a ) conservative  
m o rta lity  and rese rv e  in te r e s t  assum ptions, and (b) d i f f e re n t  
re se rv in g  methods. 3» The adjustm ent fo r  a cc id e n t and 
h e a lth  in su ran ce .^
The major concern in  a d ju s tin g  th e  f in a n c ia l  s ta tem en ts i s  to  a d ju s t the  
s ta tu to ry  ne t income to  conform w ith n e t income computed under GAAP.
C e r tif ie d  Public  Accountants have dem onstrated a su s ta in ed  
in te r e s t  in  l i f e  insurance accounting  tec h n iq u e s . The in te r e s t  o f  CPAs
g
John B. IiM acchia, J r . ,  A djusting  L ife  Insurance Company Earnings 
(S t. Louis: Standard A n a ly tica l S e rv ice , I n c . ,  1969;, p . i .
9
’’The Report o f  th e  Committee on L ife  Insurance Earnings 
A djustm ents,” B est’s Review L ife ^ le a lth  E d itio n . Volume 70, No. 10 
(February, 1970), p . 22.
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la  m anifested  in  th e  p u b lic a tio n s  o f in d iv id u a l firm s and th e  e f f o r t s  
o f th e  AICPA Committee on Insurance Accounting and A uditing .
In  1969, A rthur Andersen & Co. re le a se d  a p u b lic a tio n  e n t i t l e d  
Accounting R eporting Problems &£ iilfi. Aggguflting fT 9fW ltW » T̂ e 
p u b lic a tio n  l i s t e d  tw en ty -fiv e  a re a s  which A rthur Andersen id e n t i f ie d  
a s th e  prominent accounting  and re p o rtin g  problems fac in g  th e  accounting 
p ro fess io n  a t  th e  tim e th e  p u b lic a tio n  was is su e d . One o f th e  a re a s  
included in  th e  p u b lic a tio n  was in surance  accounting  w ith  p a r t ic u la r  
emphasis on l i f e  in su rance  and f i r e  and l i a b i l i t y  in su ran ce .
E rnst & E rnst has dem onstrated, through re sea rch  e f f o r t s  and 
p u b lic a tio n s , i t s  i n te r e s t  in  th e  a rea  o f  l i f e  in su rance  re p o rtin g  
p ra c t ic e s .  The E rnst & E rnst p u b lic a tio n . F in a n c ia l R eporting Trends. 
L ife  Insurance 1972. r e f l e c t s  th e  f in a n c ia l  re p o r tin g  p ra c tic e s  used 
by 200 stock  companies and 50 m utual companies a s  d isc lo sed  in  1971 
published  annual r e p o r ts .  As s ta te d  in  th e  g en era l comments o f  th e  
p u b lic a tio n , ” th e  survey i s  d e s c r ip t iv e , not a n a ly t ic a l ;  no recommen­
da tions a re  made w ith re sp ec t to  th e  form and con ten t o f annual
* „10 r e p o r ts .”
In  a d d itio n  to  in d iv id u a l CPA firm s , th e  AICPA has dem onstrated 
an in te r e s t  in  l i f e  insu rance  accounting  and re p o r tin g  p ra c t ic e s .  The 
AICPA Committee on Insurance Accounting has been study ing  th e  d iffe re n c e s  
between g e n e ra lly  accepted  accounting  p ra c t ic e s  and l i f e  insurance 
accounting p ra c t ic e s  p resc rib ed  by s t a te  in su rance  comm issioners. In
^0Ern8t & E rn s t, F in a n c ia l R eporting Trends. Id.fe In su rance .
1972 (E rnst & E rn s t, 1972), p . 1 .
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1966, t h i s  committee published  a Quids fo r A udits F ire  and C asualty  
Insurance Companies and in  1973 published  A udits &£ Stock L jje  InffMr*ngfi 
CfflBPiPlOB*
In  December 1970, a f t e r  four and o n e -h a lf  y ea rs  o f p re p a ra tio n , 
th e  AICPA published  an exposure d ra f t  t i t l e d  A udits o f  L ife  Insurance 
Companies. The d r a f t  was d is t r ib u te d  to  a l l  in te re s te d  p a r t ie s  fo r 
comment. The comments were to  be forwarded to  th e  Committee on 
Insurance Accounting and A uditing by no l a t e r  th an  May 1971* As a 
d ir e c t  consequence o f th e  re a c tio n  o f th e  f i r s t  exposure d r a f t ,  a 
second d ra f t  o f  th e  Audit Guide was re le a sed  in  August 1972.
One o f  th e  major d iffe re n c e s  in  th e  second exposure d ra f t  was 
th e  exclusion  o f mutual companies from th e  Audit Guide. In order to  
avoid th e  confusion o f  sim ultaneous c o n s id e ra tio n  of both stock  and 
mutual companies, th e  August 72 exposure d ra f t  was t i t l e d  A udits o f 
Stock L ife  Insurance Companies. The AICPA Committee on Insurance 
Accounting and A uditing s ta te d  in  th e  p reface  o f  th e  Audit Guide ’’th a t  
a t  t h i s  tim e mutual l i f e  insurance companies should not be made su b je c t 
to  an a u d it  guide a p p lica b le  to  stock  companies.”^
A udits o f  Stock L ife  Insurance Companies was approved by th e
12Accounting P r in c ip le s  Board o f th e  AICPA in  December 1972. The Board 
recommended th a t  l i f e  insurance companies adopt to  GAAP fo r  year ended
^Com m ittee on Insurance Accounting and A uditing , A udits o f Stock 
Insurance Companies. Exposure D ra f t. August 1972 (New York: American
I n s t i tu t e  o f  C e r tif ie d  P ublic  A ccountants, 1972;, p . v .
^ " L i f e  I n s u re r s ’ Guide o f  A udit P r in c ip le s  Approved by Board,”
The Well S tre e t  Jo u rn a l. (December 12, 1972), p . 2k*
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1972 and e s ta b lish e d  year ended 1973 a s  th e  req u ired  d a te  o f conversion 
to  GAAP.
A r tic le s  appearing in  th e  major l i f e  insurance tra d e  p u b lic a tio n s
such as B estTs Review (L ife /H ealth  E d itio n  and P ro p e r ty /L ia b ili ty  M i l l s n ) .
and Hifi. N ational U nderw riter (L ife  &£d H ealth Insurance Efl&lgn and
P roperty  and C asualty  Insurance E d itio n ) p resen t arguments pro and con
involv ing  l i f e  in su rance  accounting and re p o r tin g . In  an address befo re
th e  Society  o f  A c tuaries in  Toronto, Joseph C. Noback, a co n su ltin g
a c tu a ry , was somewhat c r i t i c a l  o f th e  AICPAs involvement in  l i f e
insurance accounting  and rep o rtin g  p ra c t ic e s .  In  h is  ad d re ss ,
Mr. Noback s ta te d  th a t :
"During th e  p a s t year (1971) th e  N ational A sso c ia tio n  of 
Insurance Commissioners and th e  American I n s t i t u t e  o f 
C e r tif ie d  P ub lic  Accountants in fluenced  th e  f in a n c ia l  s t a te ­
ments o f  stock  l i f e  insurance companies. The NAIC made 15 
minor changes in  the  a s so c ia tio n  b lank; an AICPA committee 
com pletely rev ised  th e  s ta tem en t. The NAIC changes a re  
e v o lu tio n a ry , elem entary, p ro g ress iv e  and mandatory. The 
AICPA changes a re  re v o lu tio n a ry , p e rp lex in g , p ro v is io n a l *3
and d ram atic . The AICPA i s  challeng ing  th e  NAIC es tab lish m en t."
One a r t i c l e  th a t  opposed th e  Audit Guide a s se r te d  th a t  l i f e
insurance f in a n c ia l  rep o rtin g  should not have to  conform to  genera lly
accepted accounting  p r in c ip le s  because o f th e  d iffe re n c e s  between th e
o b jec tiv e s  o f an insurance company and th a t  o f a conventional company.
Tbe au tho r concluded th a t  i f  the  earn ings per share f ig u re  a s  rep o rte d ,
was not m eaningful, i t  would be b e t te r  to  simply recompute earn ings per
13
-'Joseph C. Noback, "C onsu lting  Actuary Seeks R eso lu tion  to  
B a ttle  Over F in a n c ia l S ta tem en ts,"  The N ational U nderw riter. L ife & 
Health Insurance E d itio n . 75th  y e a r , No. 47, (November 20, 1971;, p . 1.
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share  on some o th er b a s is  ra th e r  than  re v is in g  th e  methods o f rep o rtin g  
1Mnow being used . The au thor thus im p lies th a t  e x is tin g  methods a re  
not com pletely m eeting th e  re p o rtin g  needs o f  th e  stockho lders but 
compliance w ith AICPA Audit Guide would compound ra th e r  than  improve 
e x is tin g  d e f ic ie n c ie s .
The emphasis p laced on th e  f in a n c ia l  s ta tem en ts re p re se n ts  a 
major d if fe re n c e  between s ta tu to ry  re p o r tin g  and re p o rtin g  to  stock ­
h o ld e rs . For s ta tu to ry  re p o rtin g  purposes, where th e  o b jec tiv e  o f th e  
f in a n c ia l  sta tem ents i s  to  e s ta b l is h  th e  solvency o f  th e  company, th e  
prim ary emphasis i s  p laced  on th e  Balance S hee t. In  f a c t ,  th e  Gain or 
Loss Statem ent (Summary o f O perations) was no t included in  th e  NAIC 
Statem ent Blank u n t i l  1939*
For conventional accounting  purposes, prim ary emphasis i s  p laced 
on th e  Income Statem ent and th e  de te rm ina tion  of earn ings per sh a re .
The ne t income determ ined in  conventional accounting  i s  considered as 
accep tab le  in fo rm ation  on which to  base an investm ent d e c is io n .
Stock l i f e  insu rance  companies p re se n t au d ited  f in a n c ia l  s t a te ­
ments to  stockho lders and o th er in te r e s te d  p a r t i e s .  The f in a n c ia l  
s ta tem ents re p o r t  th e  earn ings o f  th e  company and th e  earn ings per share  
computed under s ta tu to ry  re p o rtin g  requ irem en ts . However, th e  in fo rm ation  
as p resen ted  in  the  f in a n c ia l  sta tem en ts i s  used to  a r r iv e  a t  investm ent 
d e c is io n s .
^*Neal N. S tan ley , "A djusting  L ife  Company Earnings to  GAAP,”
B est*8 Review L ife /H ea lth  Insurance E d itio n . Volume 72, No. 2 , (June 
1971), p . 22.
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The adoption o f  th e  Audit Guide has not solved a l l  e x is t in g  
accounting  and re p o rtin g  problems o f  stock  l i f e  insu rance  companies. In 
a d d it io n , considerab le  confusion w i l l  r e s u l t  when th e  f in a n c ia l  s ta te ­
ments o f  stock  l i f e  insurance  companies a re  converted to  GAAP, As l i f e  
in surance  companies convert t h e i r  f in a n c ia l  s ta tem en ts , th e  stockho lders 
must be informed o f  th e  consequence o f  such conversion . CPAs and
insurance  execu tives w i l l  be req u ire d  to  exp la in  and defend th e
15a p p lic a tio n  o f  GAAP in  p re sen tin g  th e  f in a n c ia l  s ta tem en ts and 
determ ining net income. Thus, th e re  i s  a con tinu ing  need fo r  research  
and study o f th e  e x is tin g  methods and th e  e f f e c ts  o f converting  from 
s ta tu to ry  accounting  to  GAAP.
The a u d it  guide i t s e l f  r e f l e c t s  th e  need fo r a d d it io n a l  study 
and re sea rch  in  l i f e  in su rance  accounting  and re p o r tin g  p r a c t ic e s .  In 
Appendix A o f  th e  a u d it  gu ide , a s e r ie s  o f recommended f in a n c ia l  s t a te ­
ments form ats a re  p re sen te d . However, th e  guide s ta te s  th a t  th e  format 
p resen ted  might be used and th a t  " fu r th e r  experience in  th e  im plem entation 
o f t h i s  guide inay r e s u l t  in  new and improved p re s e n ta tio n s  . ŵ
^E v id en ce  o f th e  concern th a t  CPAs have to  inform  th e  in v e s tin g  
p u b lic  o f  th e  im p lica tio n s  o f  th e  Audit Guide i s  r e f le c te d  by an A rthur 
Young & Co., February 1973, p u b lic a tio n , Q uestions & Answers About t i n  
Audit Quids fo r  Stock L ife  Insurance  Companies. The au tho r o f  th e  book­
l e t  i s  Randolph H. W a te rf ie ld , J r . ,  Chairman o f th e  A rthur Young L ife  
Insurance In d u stry  Committee. Mr. W ate rfie ld  has a ls o  served on th e  
AICPA Committee on Insurance Accounting and A ud iting . The p u b lic a tio n  
c o n s is t o f a s e r ie s  o f th ir ty - s e v e n  q u estio n s  and answers r e la t in g  to  
th e  fo llow ing major to p ic s :  Common C ritic ism s , F in a n c ia l S ta tem en ts,
Reserve Methods, Y ield  R ate , A cq u is itio n  Expense, "Lock-In" Concept, Loss 
R ecognition and D eferred Taxes.
^Com m ittee on Insurance  Accounting and A uditing , A udita o f  Stock 
L ife  Insurance Companies. In d u stry  Audit Guide (New York: American
I n s t i tu t e  o f  C e r ti f ie d  P ub lic  A ccountants, 1972), p . 127.
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The re s p o n s ib i l i ty  fo r develop ing , p e rfe c tin g  and p u b lic iz in g  
th e  accounting  and re p o rtin g  p ra c t ic e s  to  be used by stock  l i f e  
insu rance  companies r e s t s  w ith th e  o rg an iz a tio n s  re p re se n tin g  th e  l i f e  
in su rance  and accounting  p ro fe s s io n s . As w ith most complex problem s, 
th e  adoption  o f th e  a u d it  guide has no t solved a l l  o f  th e  o ld  problems 
and probably has c rea ted  some new problems th a t  h e re to fo re  have not 
e x is te d .
O bjectives
The o b je c tiv e  o f  t h i s  study i s  to  compare th e  accounting  and 
re p o r tin g  p ra c t ic e s  used by stock  l i f e  in su rance  companies w ith account­
ing and re p o rtin g  p ra c t ic e s  derived  fYom a p p lic a tio n  o f  G enerally  
Accepted Accounting P r in c ip le s  (GAAP). Current accounting  p ra c tic e s  
used by stock  l i f e  in su rance  companies a re  in tended  to  genera te  th e  
necessary  in fo rm ation  to  a llow  th e  company to  annually  prepare  th e  NAIC 
Statem ent Blank. In  a d d itio n  to  th e  NAIC Statem ent Blank, stock  l i f e  
in su rance  companies must p resen t an annual re p o r t  to  t h e i r  s to ck h o ld e rs . 
The f in a n c ia l  s ta tem en ts  included  in  th e  annual re p o r t do no t take  th e  
same form a s  the  NAIC Statem ent Blank, but th e  f in a n c ia l  inform ation  
rep o rte d  to  th e  s to ck h o ld e rs  i s  id e n t ic a l  to  th e  in fo rm ation  re f le c te d  
in  th e  NAIC Statem ent Blank.
P rep a ra tio n  o f  th e  NAIC S tatem ent Blank i s  a complex and involved 
p rocedure . The form i s  accompanied by a s e t  o f  in s t ru c t io n s  which d e ta i l s  
the  in fo rm ation  to  be rep o rted  in  th e  v a rio u s  e x h ib its  and schedu les. 
A dd itiona l d e sc r ip tio n  o f  th e  accoun ting  p ra c t ic e s  to  be used to  p repare  
th e  NAIC Statem ent Blank a re  included  in  v a rio u s  manuals and tex tbooks.
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The o b je c tiv e  o f  th e  NAIC Statem ent Blank i s  to  allow  e f f e c t iv e
e ta te  re g u la tio n  o f  l i f e  in su rance  companies r e s u l t in g  in  th e  maximum
p ro te c tio n  o f  th e  p o lic y h o ld e r’s i n t e r e s t .  To t h i s  e x te n t, th e  NAIC
Statem ent Blank has been an e f fe c t iv e  to o l  and accom plishes i t s
o b je c tiv e . The adequacy o f  th e  NAIC Statem ent Blank fo r re g u la to ry
purposes i s  not being q u estio n ed . However, a q u estio n  i s  being ra is e d
concerning th e  d e s i r a b i l i ty  o f  allow ing  th e  NAIC Statem ent Blank to
in flu e n ce  th e  conten t o f  th e  f in a n c ia l  s ta tem en ts  included  in  the
pub lished  annual re p o rt o f stock  l i f e  in su rance  companies.
A 1970 AICPA p u b lic a tio n , Basic Concepts and Accounting P r in c ip le s
Underlying F in a n c ia l S tatem ents &£ frislnees EntgrPfjggg* s t a te s  th a t  " th e
b a s ic  purpose o f  f in a n c ia l  accounting  and f in a n c ia l  s ta tem en ts i s  to
provide f in a n c ia l  in fo rm ation  about b u sin ess  e n te rp r is e s  th a t  i s  u se fb l
17in  making economic d e c is io n s ."  Also included  in  th e  p u b lic a tio n  were
seven q u a l i ta t iv e  o b je c tiv e s  o f f in a n c ia l  s ta te m e n ts . The prim ary
q u a l i ta t iv e  o b jec tiv e  i s  re levance  and th e  o th e r o b je c tiv e s  a re  as
fo llow s: u n d e rs ta n d a b il i ty , v e r i f i a b i l i t y ,  n e u t r a l i ty ,  t im e lin e s s ,
18
com parab ility  and com pleteness.
Published f in a n c ia l  s ta tem en ts a re  norm ally prepared in  accord­
ance w ith G enerally  Accepted Accounting P r in c ip le s  (GAAP). These 
p r in c ip le s  a re  broad g u id e lin e s  th a t  have been e s ta b lis h e d  by th e  
accounting  p ro fe ss io n  in  o rder to  accomplish th e  o b je c tiv e s  o f f in a n c ia l  
re p o r t in g . A pp lica tion  o f GAAP to  a p a r t ic u la r  s i tu a t io n  or problem
^A ccoun ting  P r in c ip le s  Board, £ 2 . c i t . . p . 9 .
18I b id . .  pp. 36-38.
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invo lves a degree o f  judgment and s u b je c t iv i ty .  Accountants have o ften  
been c r i t ic iz e d  fo r th e  numerous a l te r n a t iv e  ways th a t  an item  can be 
t r e a te d  and s t i l l  conform to  GAAP.
The AICPA i s  aware o f th e  need fo r f l e x i b i l i t y  and Judgment in  
f in a n c ia l  accoun ting . In a landmark d ec is ion  th e  Council o f th e  AICPA 
promulgated the  fo llow ing p o s itio n  on GAAP:
1 . "G enera lly  accepted  accounting  p r in c ip le s "  a re  those  
p r in c ip le s  which have s u b s ta n t ia l  a u th o r i ta t iv e  su p p o rt.
2 . Opinions o f  th e  Accounting P r in c ip le s  Board c o n s t itu te  
" s u b s ta n t ia l  a u th o r i ta t iv e  su p p o rt."
3 . " S u b s ta n tia l  a u th o r i ta t iv e  support" can e x is t  fo r 
accounting  p r in c ip le s  th a t  d i f f e r  from Opinions o f 
th e  Accounting P r in c ip le s  Board.19
In  i t s  196^ B u lle t in ,  th e  Council unequ ivocally  e s ta b lis h e d  th a t  Opinions
o f th e  APB a re  to  be considered as g e n e ra lly  accep ted  bu t a ls o  provided
fo r p o ss ib le  exceptions to  th e  g en era l g u id e lin es  expressed in  th e
op in ions.
I t  i s  p o ss ib le  to  id e n t i fy  l i f e  insurance  accounting  and 
re p o rtin g  p ra c tic e s  used fo r s ta tu to ry  re p o rtin g  purposes. GAAP, as 
they  apply  to  stock  l i f e  insu rance  companies, a re  no t e a s i ly  id e n t i f ie d  
and a p p lic a tio n  o f  GAAP to  a p a r t ic u la r  l i f e  in su rance  p ra c t ic e  invo lves 
th e  e x e rc ise  o f judgment. This study w i l l  a ttem pt to  compare those  
s ta tu to ry  p ra c t ic e s  used to  p repare  th e  NAIC Statem ent Blank w ith 
accounting  and re p o rtin g  p ra c tic e s  th a t  conform to  GAAP.
19American I n s t i tu t e  o f  C e r t i f ie d  P ub lic  A ccountants, D isc losure
P jS ir tu r tP  E ras PpM gPP S L  A999VUrtklg E rfflfilrlM  Board. S p ec ia l 
B u lle t in .  O ctober. 196A (New York: American I n s t i tu t e  o f  C e r tif ie d
P ub lic  A ccountants, 19oA), p . 1.
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Scope o f  th e  Study 
There a re  two p r in c ip a l  types of l i f e  Insurance companies, stock  
companies and m utual companies. In  a mutual company th e  p o licyho lders  
own th e  company. Mutual companies hold annual m eetings where th e  p o lic y ­
ho lders a re  in v ite d  and th e  annual r e p o r t ,  in c lu d in g  th e  f in a n c ia l  
s ta tem en ts , i s  p re sen te d . P o licyho lders e le c t  th e  management and 
div idends a re  pa id  to  p o licy h o ld ers  based on th e  in d iv id u a l premium 
p a id , type  o f p o lic y  and n e t income o f  th e  company.
In  a s to ck  l i f e  insu rance  company stockho lders own th e  company.
In  some in s ta n c e s , th e  stockho lders a re  a ls o  p o licy h o ld ers  bu t they 
rep re se n t two d i s t in c t  groups w ith d i f f e r e n t  o b je c tiv e s . A stockholder 
i s  concerned w ith a re tu rn  on h is  investm ent, whereas a po licyho lder i s  
concerned w ith o b ta in in g  insurance coverage a t  reasonab le  v a te s . Ob­
v io u s ly , s tockho lders  would l ik e  to  maximize th e  r e tu rn  on th e i r  in v e s t­
ment and p o licy h o ld ers  would l ik e  to  o b ta in  th e  necessary  insurance  
coverage a t  th e  low est p o ss ib le  c o s t.
The scope o f  t h i s  study w i l l  be lim ite d  to  th e  accounting  and 
re p o rtin g  p ra c t ic e s  used by stock  l i f e  insurance  companies. This 
l im ita t io n  i s  j u s t i f i e d  because o f th e  c o n f l ic t  o f  o b je c tiv e s  between 
th e  stockho lders and po licy h o ld ers  o f  a stock  l i f e  in su rance  company.
As in d ic a te d  e a r l i e r ,  l i f e  insurance  accounting  and conventional 
f in a n c ia l  accounting  have d i f f e r e n t  o b je c tiv e s . Because o f  such 
d if fe re n c e s , th e  accounting  and re p o rtin g  p ra c tic e s  used by stock  l i f e  
in su rance  companies do not co incide w ith g en e ra lly  accep ted  accounting  
p r in c ip le s .  A second l im i ta t io n  to  the  scope o f  t h i s  study concerns th e
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b a s is  o f s e le c tin g  th e  s p e c if ic  accounting  and re p o r tin g  p ra c tic e s  to
be examined in  th e  study .
The fo llow ing c r i t e r i a  were used to  s e le c t  those  accounting and
re p o rtin g  p ra c t ic e s  to  be examined: ( l )  The trea tm en t o f  th e  item  must
have a m a te r ia l e f f e c t  on th e  dete rm ina tion  o f n e t income. (2) The
item  must have an e f f e c t  on th e  p h y s ic a l appearance o f  th e  published
f in a n c ia l  s ta tem en ts .
A composite l i s t  o f  th e  d if fe re n c e s  between l i f e  insurance
accounting p ra c t ic e s  and GAAP were included in  th e  August 1972 AICPA
exposure d r a f t  o f th e  A udits s i  Stock L ife  Insurance C g m p j^ g :
R ecognition o f  premium revenues 
R ecognition o f  co sts  
D eferred income tax es
V aluation  o f  investm ents and reco g n itio n  o f  r e a liz e d  and
u n rea liz ed  gains ( lo s se s )  thereon  
Investm ents in  s u b s id ia r ie s  
S p ec ia l re in su ran ce  agreem ents 
Stockholders* equ ity
Mandatory S e c u r i t ie s  V aluation  Reserve (MSVR)
Nonadmitted a s s e ts  
Other v a rian ces
(1) charging rese rv e  "stren g th en in g "  d i r e c t ly  to  su rp lu s 
ra th e r  than  a g a in s t income
(2) charging su rp lu s r a th e r  than  income w ith p r io r  
se rv ice  co sts  o f  pension p lans
(3) n e tt in g  encumbrances a g a in s t r e la te d  a s s e ts
(A) t r a n s fe r r in g  only th e  par value o f  stock  to  c a p i ta l  
fo r  c e r ta in  stock  d iv idents.*®
The a re a s  to  be examined in  t h i s  s tudy , se le c te d  by a p p lic a tio n
o f  th e  two c r i t e r i a  p rev io u sly  l i s t e d ,  inc lude  th e  fo llow ing:
1 . R ecognition o f Revenue and Expenses
2 . D eferred F edera l Income Taxes
20^Com m ittee on Insurance Accounting and A ud iting , A udits o f Stock 
Lilfi. I ngtif»PC9 p9BPSnl?g* Exposure D ra ft. August 1972 ££ . £ & . ,  pp. 2 -3 .
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4 . Nonadmitted a s s e ts
5. Annual Report o f th e  S tockholders
The a re a s  included  in  t h i s  study a re  a ls o  included in  th e  AICPA| s l i s t  
o f d iffe re n c e s  between l i f e  insu rance  accounting  and GAAP. Some o f  th e  
a re a s  l i s t e d  by th e  AICPA a re  no t included  in  t h i s  study as they  do not 
have a m a te r ia l  e f f e c t  on net income de term ina tion  nor do they  a f f e c t  
th e  appearance o f th e  published  f in a n c ia l  s ta tem en ts .
In  a d d itio n  to  th e  d if fe re n c e s  between l i f e  insurance accounting  
and GAAP, some c o n sid e ra tio n  w i l l  be given to  a d iscu ss io n  o f th e  me­
chanics o f  th e  accounting  cycle  and th e  in form ation  included in  the  NAIC 
Statem ent Blank. The mechanics o f th e  accounting  cycle  fo r l i f e  in su r­
ance companies i s  in fluenced  by th e  fo llow ing c la s s i f i c a t io n s :  le d g e r ,
non-ledger, adm itted , and non-adm itted . These term s a re  used in  the  
d iscu ssio n  o f  the  accounting  trea tm en t o f  the  item s included in  th is  
study and i t  i s  necessary  to  be aware o f th e i r  meaning and s ig n if ic a n c e . 
The schedules and e x h ib its  included in  th e  NAIC Statem ent Blank r e f l e c t  
d e ta i l  com putations o f  th e  amounts included  in  th e  f in a n c ia l  s ta tem en ts . 
In o rder to  r e l a te  l i f e  insu rance  accounting  and GAAP i t  i s  necessary  
to  understand both th e  mechanics o f th e  accounting  cycle  and have a 
knowledge o f  th e  e x h ib its  and schedules included in  th e  NAIC Statem ent 
Blank.
Research Methodology
The prim ary research  m a te ria l th a t  w il l  be used in  t h i s  study 
include  th e  follow ing sources: ( l )  te x t  books and manuals on l i f e
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insurance accoun ting , (2) pronouncements o f th e  AICPA, (3 ) p u b lic a tio n s  
of E rnst & E rn s t, (U)  annual pub lished  re p o r ts  o f stock  l i f e  insurance 
companies and (5) published  NAIC S tatem ent B lanks.
The study w i l l  involve e s ta b lis h in g  th e  accounting  and rep o rtin g  
p ra c tic e s  used by stock  l i f e  in su rance  companies. A comprehensive ex­
p lan a tio n  o f  accounting  p ra c tic e s  i s  p resen ted  by Joseph C. Noback in  
h is  book, U fa  Insurance Accounting. A Study Ihe. F jqancifll Sfaflgagptg 
o f L ife  Insurance Companies in  th e  United S ta te s  and Canada. The author 
s ta te s  th a t  h is  te x t  i s  in te n te d  to  ” . . . d esc rib e  th e  g e n e ra lly  
accepted p r in c ip le s ,  p ra c t ic e s ,  and procedures a p p lied  by U.S. and
Canadian l i f e  in surance  companies in  p reparing  the  comprehensive
21f in a n c ia l  s ta tem en ts req u ired  by th e  superv iso ry  a u th o r i t i e s .”
P u b lica tio n s  o f  the  S. S . Huebner Foundation fo r Insurance
Education re p re se n t ano ther major source o f  te x t  m a te r ia l  r e la te d  to
l i f e  insu rance  accounting  and re p o r tin g  p ra c t ic e s .  The primary purpose
o f th e  Foundation i s  to  encourage in su rance  education  a t  th e  co llege
le v e l .  To accom plish i t s  o b je c tiv e s , th e  Foundation has published ” . • .
research  th eses  and o th er s tu d ie s  which c o n s t itu te  a d i s t in c t  c o n trib u -
22t io n  d i r e c t ly  or in d ir e c t ly  to  insurance  knowledge.”
21Joseph C. Noback, L ife  Insurance A ccounting. £  Study o f the  
F in an c ia l S tatem ents o f L ife Insurance Companies in  th e  United S ta te s  
and Canada (Homewood: Richard D. Irw in , I n c . ,  1969) ,  p . ix .
22The S. S. Huebner Foundation fo r Insurance E ducation,
Insu rance . Severn; e n t . and S o c ia l P o licy  (Homewood: Richard D. Irw in ,
I n c . ,  1969) ,  P .  v i .
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Pronouncements and p u b lic a tio n s  o f  th e  AICPA w il l  be used to  
e s ta b l is h  and id e n t i fy  GAAP. The AICPA p u b lic a tio n s  to  be used in  the  
s tu d / in c lu d e  Opinions o f th e  Accounting P r in c ip le s  Board, S tatem ents on 
A uditing P rocedure, S tatem ents o f  th e  Accounting P r in c ip le s  Board and 
Accounting Research S tu d ies .
As p rev io u s ly  no ted , CPA firm s have dem onstrated an in te r e s t  in  
l i f e  in su rance  accounting and re p o r tin g  p r a c t ic e s .  E rnst & E rnst recog­
nized th e  la c k  o f  em pirica l d a ta  in  th e  a rea  o f  th e  a c tu a l  re p o rtin g  
p ra c t ic e s  used by l i f e  in su rance  companies and acco rd ing ly  has conducted 
a number o f surveys o f re p o r tin g  p ra c t ic e s .  In  1969, E rnst & E rnst 
published  a Survey o f L ife  Insurance Compaav R eports to  S tockholders and 
P o licy h o ld e rs . The 1970 e d it io n  was e n t i t l e d ,  Insurance  Fjnftnglfll 
Reporting Trends, and in  1971, E rnst & E rnst pub lished  Insurance Fin­
a n c ia l  R eporting  Trends. The th re e  e d itio n s  o f th e  E rnst & E rnst survey 
e s ta b lish e d  th e  rep o rtin g  tre n d s  o f stock  l i f e  in su rance  companies from 
196A to  1970.
The 1971 e d it io n  o f Insurance F in a n c ia l R eporting Trends r e f l e c t s  
th e  e x te n t o f  th e  survey. The in surance  in  fo rce  fo r  th e  companies 
included in  th e  survey i s  l i s t e d  as fo llow s:
Insurance in  Force (In  m illio n s  o f D o llars)
As o f  December 31, 1970^
200 Stock Companies $ 490,439
50 Mutual Companies 761,354
T o ta l Survey Companies $1,251,793
L ife  Insurance Industry  $1 ,402 ,75B
^ E r n s t  &■ E rn st, Insurance F in an c ia l Reporting Trends. 1971 
(E rnst & E rn s t, 1971), p. 2.
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Stock l i f e  insurance companies pu b lish  annual r e p o r ts .  These 
annual r e p o r ts ,  in c lud ing  the  f in a n c ia l  s ta tem en ts and th e  a u d i to rTs 
opinion on th e  f in a n c ia l  s ta tem en ts , a re  m ailed to  a l l  s tockho lders with 
th e  n o tic e  o f  th e  annual s tockho lder m eeting. L ife  insurance companies 
w i l l  a ls o  provide copies o f t h e i r  annual re p o r t  to  anyone req u e s tin g  a 
copy.
In  a d d itio n  to  th e  annual r e p o r t ,  stock  l i f e  insurance 
companies f i l e  a NAIC Statem ent Blank in  a l l  s ta te s  in  which th e  
company i s  l ic e n se d  to  o p e ra te . Most companies w il l  provide a copy o f 
th e  NAIC Statem ent Blank upon request but do not provide a copy, as a 
m atter o f p ra c t ic e ,  to  a l l  s to ck h o ld e rs .
Most o f  th e  research  data  rep o rted  in  t h i s  study w i l l  be o f a 
secondary n a tu re . However, some in fo rm ation  w i l l  be obtained d i r e c t ly  
from copies o f  th e  annual re p o r t  and th e  NAIC Statem ent Blank subm itted 
by stock  l i f e  insu rance  companies.
O utline &£ Subggqqgst Cfrapt9r.?
This study i s  organized in to  th e  fo llow ing chapter p re s e n ta tio n s . 
Chapter I I  p re se n ts  a d isc u ss io n  o f th e  in flu en ce  o f  va rious reg u la to ry  
agencies on stock  l i f e  in surance  accounting  and re p o rtin g  p ra c t ic e s .
L ife insurance  opera tions a re  in fluenced  by both s ta te  and fe d e ra l 
ag en c ies . T ra d itio n a lly , s t a te s  have reg u la ted  the  o p e ra tio n a l 
a sp ec ts  o f  l i f e  insurance companies. The fe d e ra l government, through 
the SEC, re g u la te s ,  f in a n c ia l  re p o rtin g  p ra c tic e s  and d ea lin g s with the  
sto ck h o ld e rs .
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Chapter I I I  Involves th e  determ ination  o f e x is tin g  accounting 
p ra c tic e s  in  th e  fo llow ing  a re a s : accounting  fo r investm en ts , recog­
n i t io n  o f  revenues and expenses, nonadm itted a s s e ts  and d e fe rred  
fe d e ra l income ta x e s . The estab lishm en t and a p p lic a tio n  o f  accounting  
p ra c tic e s  in  th e se  a re a s  have a m a te r ia l e f f e c t  on th e  de te rm ina tion  
o f  ne t r e s u l t s  from o p e ra tio n s .
Chapter IV p re se n ts  th e  e x is tin g  re p o rtin g  p ra c t ic e s  a s  r e f le c te d  
in  th e  NAIC S tatem ent Blank, th e  f in a n c ia l  s ta tem en ts included  in  the  
annual re p o r t  and th e  CPA*s opinion on th e  f in a n c ia l  s ta tem en ts . A 
copy o f  th e  major f in a n c ia l  sta tem ents included in  the  NAIC Statem ent 
Blank a re  p resen ted  to  provide a b e t t e r  understanding  o f  s ta tu to ry  
f in a n c ia l  s ta te m e n ts . The form and con ten t o f  the  f in a n c ia l  sta tem ents 
req u ired  fo r s ta tu to ry  re p o rtin g  purposes a re  then  compared to  the  
f in a n c ia l  sta tem en ts included  in  th e  annual r e p o r t .  F in a lly ,  the  
standard  sh o rt opin ion  rendered by CPAs i s  compared to  th e  opinion 
rendered fo r stock  l i f e  insurance  companies.
Chapter V in c lu d es  a s e r ie s  o f recommendations in tended to  
make th e  net income com putation o f a stock  l i f e  insu rance  conform to  
accounting  p ra c t ic e s  determ ined in  accordance w ith GAAP. The sp e c if ic  
accounting  recommendations p re ta in  to  those  a re a s  th a t  were described  
in  Chapter I I I .
Chapter VI proposes a se t  o f f in a n c ia l  s ta tem en ts th a t  would 
allow  stock  l i f e  in su rance  companies to  re p o rt in  accordance w ith GAAP. 
The recommended methods a re  based on improving the  o v e ra ll  q u a li ty  o f
25
f in a n c ia l  sta tem en ts and d ire c tin g  th e  published  f in a n c ia l  sta tem ents 
to  s a t i s iy  the  needs o f  stockholders#
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CHAPTER I I
In fluence  o f R egulatory Agencies 
cn L ife  Insurance 
Stock l i f e  insurance companies a re  su b je c t to  both s ta te  and 
fe d e ra l re g u la tio n s . Annual f in a n c ia l  re p o r ts  fu rn ished  to  th e  s ta te  
insurance departm ents a re  in  th e  form o f th e  NAIC Statem ent Blank and 
a re  prepared in  accordance with s ta te  insurance  re g u la tio n s . The 
f in a n c ia l  re p o r ts  requ ired  by th e  SEC can be prepared in  accordance 
w ith GAAP as defined  in  the  AICPA p u b lic a tio n , A udits o f Stock L ife 
Insurance Companies.
The s ta te  insurance departm ent re p re se n ts  th e  primary 
reg u la to ry  agency w ith  ju r is d ic t io n  over th e  o p e ra tio n s  o f stock  l i f e  
insurance companies. The prim ary o b je c tiv e s  o f  s t a te  re g u la tio n  i s  
p ro tec tio n  o f th e  n o licy h o ld e r. E ffe c tiv e  s ta te  re g u la tio n  i s  enhanced 
through the  e f f o r t s  o f the NAIC, a vo lu n ta ry  o rg an iza tio n  o f s ta te  
insurance comm issioners, whose job i t  i s  to  promote uniform and 
e f fe c t iv e  insurance r e f l a t i o n .
Stock l i f e  insurance companies a re  a lso  su b jec t to  the  
s e c u r i t ie s  re g u la tio n s  adm in istered  by th e  SEC. The o b je c tiv e s  o f the  
SEC include  promoting resp o n sib le  f in a n c ia l  re p o rtin g  and p ro te c tin g  th e  
in te r e s t  o f the  sh a reh o ld e rs . Another fe d e ra l agency, the  ETC, has be­
come involved in  re g u la tio n  o f  in surance  m ergers under th e  p rov isions 
of the  M cCarran-Fergerson Act. F in a lly , Congress has shown an in te r e s t
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in  insurance  companies and has conducted a number o f  congressional 
hearings in to  insurance opera tio n s and re g u la tio n s .
S ta te  Insurance Cprcnlgsigqgrs
Each s ta te  and th e  D is t r ic t  o f  Columbia has a departm ent r e s ­
ponsib le  fo r re g u la tio n  o f  insurance companies th a t  opera te  w ith in  
t h e i r  re sp e c tiv e  ju r is d ic t io n .  The s ta te  in surance  departm ents a re  
resp o n sib le  fo r re g u la tio n  o f l i f e  insu rance  companies as w ell as a l l  
o th er types o f insurance o p e ra tio n s . The in surance  departm ents a re  
headed by a commissioner, su p e rin te n d en t-in -c h a rg e , or d i r e c to r .  The 
in d iv id u a l in  charge o f  th e  departm ent may be e le c te d  or appo in ted . In 
a d d itio n  to  th e  d ir e c to r ,  th e  in surance  departm ents have a s t a f f  of 
exam iners, a c tu a r ie s  and a tto rn e y s .
O verall re g u la tio n  o f l i f e  insurance o p e ra tio n s  i s  j u s t i f i e d  
because o f th e  number o f people th a t  have a d i r e c t  i n te r e s t  in  l i f e  
insurance p o l ic ie s  and because o f  th e  p o te n t ia l  d u ra tio n  o f  th e  p o licy  
p e rio d . The tim e d iffe re n c e  between th e  is su e  o f a p o lic y  may span 
many y e a rs . In order fo r th e  insurance company to  meet i t s  even tual 
co n tra c tu a l o b lig a tio n s  i t  must accum ulate, over tim e, ample po licy  
re se rv e s . Thus, an im portant p a r t  o f s ta te  re g u la tio n  o f l i f e  
insurance companies i s  concerned with th e  estab lishm en t o f p o licy  
reserve  requirements.^"
^"Eugene M. Thore, ’’R egulation o f L ife In su ra n ce ,” L ife and 
Health Insurance Handbook, ed. Davis W. Greeg (Homewood: Richard D.
Irw in , In c . ,  196/*), i >. 1074.
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The p r in c ip a l  o b je c tiv e s  o f s ta te  re g u la tio n  o f l i f e  insurance
companies invo lves solvency and eq u itab le  dea lin g s w ith p o lic y h o ld e rs .
I t  should be noted th a t  s ta te  re g u la tio n  i s  not p rim arily  concerned
with th e  i n te r e s t  o f  the  s to ck h o ld e r, but in  an in d ir e c t  way a ffo rd s
p ro te c tio n  to  stockho lders by e s ta b lis h in g  s tr in g e n t  solvency
requ irem ents. An exception to  th e  la c k  o f concern fo r stockho lders can
be noted in  th e  opera tion  of th e  insurance departm ents o f a few s t a t e s .
For example, in  Iowa, the  a d m in is tra tio n  o f th e  s e c u r i t ie s  laws i s
vested  in  th e  insurance commissioner. The s e c u r i t ie s  and insurance
2
departm ents share  th e  same o f f ic e s .
The f i r s t  s ta te  to  have a departm ent o f  insu rance  was New 
Hampshire in  1851. An 1856 New York proposal to  e s ta b l is h  a sp a ra te  
insurance department was d efeated  because the  in su rance  companies be lieved  
i t  would in fr in g e  on th e i r  r ig h ts  and l i b e r t i e s .  However, th e  New York 
s e t  back was only temporary and by I860 New York had i t s  insurance 
departm ent.^
The beginning o f e f fe c t iv e  s ta te  re g u la tio n  o f l i f e  in su rance  i3  
a t t r ib u te d  to  E lizu r W right. I t  was Wright who compiled a s e r ie s  o f 
v a lu a tio n  ta b le s  which could be ap p lied  to  determ ine p o licy  re se rv e  
requirem ents a t  th e  end of each p o licy  y e a r . In  1858, Wright lobbied  
h is  le g a l  rese rv e  p r in c ip le  through th e  M assachusetts le g is la tu r e  and
2
Jon S. Hanson and Duncan R. Farney, ’’New L ife  Insurance Com­
pan ies: T heir Promotion and R eg u la tio n ,” M arquette law Review. Vol.
A9, No. 2 , F a l l  1965, p .  229.
•^Allen L. Mayerson, In tro d u c tio n  to  Insurance (New York: The
Macmillan Company, 1962), p . 37.
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in  th a t  year was appoin ted  as head o f th e  M assachusetts insurance 
department.^* W ithin the  next, ten  y e a rs , t h i r ty - f iv e  s ta te s  e s ta b lish e d  
insurance  departm ents and adopted v a rio u s laws to  ro g u la te  the 
o p e ra tio n s o f l i f e  insurance companies.
The f i r s t  le g a l  t e s t  o f whether the  s ta te s  or the  fed e ra l 
government had th e  r ig h t  to  re g u la te  insurance opera tio n s was the  1868 
case o f Paul v s . V irg in ia .^ The case involved th e  a r r e s t  o f an agent 
from a New York company, Mr. Pau l, who was s e l l in g  insurance in  V irg in ia , 
bu t had not been lic e n se d  by V irg in ia . Paul appealed h is  case to  th e  
U.S. Supreme Court claim ing th a t  only the  Federal Government had the  
power to  re g u la te  i n t e r s t a t e  commerce. The court ru led  th a t  insurance 
was not commerce and consequently was su b jec t to  s ta te  re g u la tio n .^
This Supreme Court d ec is io n  remained as the  law of the  land for more 
than sev en ty -fiv e  y e a rs .
A s ig n if ic a n t  development concerning th e  opera tion  and regu­
la t io n  of l i f e  insurance companies took p lace  in  1905 when th e  Armstrong 
In v e s tig a tin g  Committee was organized to  probe the  opera tions o f l i f e  
insu rance  companies o p era tin g  w ith in  th e  s ta te  of New York. The in v e s t i ­
g a tio n  re s u l t in g  from the  p u b lic ’s concern over the  opera tion  of l i f t  
insurance companies and a fe e lin g  th a t  more than a few companies engaged 
in  shady p ra c t ic e s .  The Armstrong In v e s tig a tio n  was not intended to
^*Paul A. Norton, ”A G rief H is to ry ,’1 L ife and Health Insurance 
Handbook, ed. Davis W. Gregg (Homewood: Hi chard D. Irw in , In c . ,  196a) ,
p. lit*8.
5Thore, o£. c i t . . .  p . 1082, c i t in g  "W all, 75 IJ0 168 ( I 869) .
Ma.verson, o£. cit.. pp. 36-37.
7
Norton, ££ . c it . . .  p .  11SC.
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condemn l i f e  insurance companies but in s tea d  to  provide more p ro te c tio n  
to  p o licy h o ld ers  and improve th e  o v e ra ll  l i f e  insurance o p e ra tio n s by 
e lim in a tin g  un d esirab le  p ra c t ic e s .
The recommendations o f th e  Armstrong Committee included the 
follow ing p roposa ls:
1 . S e ttin g  requirem ents as to  the  o rg an iza tio n  o f companies, 
e le c tio n  o f  d i r e c to r s ,  and conversion o f  stock  in to  mutual 
companies.
2 . L im iting th e  r ig h t  to  hold r e a l  e s t a t e ,  p ro h ib itin g  
investm ent in  stocks and fo rb idd ing  syndicate  p a r t ic ip a ­
tio n s  in  s e c u r i ty  t ra n s a c tio n s .
3 . L im iting the  amount o f su rp lus and contingency funds th a t  
may be accum ulated.
A* Forbidding to n tin e  dividend p lans by req u ir in g  th a t  mutual 
l i f e  insurance companies must d i s t r ib u te  su rp lu s annually  
and not o therw ise .
5. Dealing w ith th e  con ten ts o f po licy  forms and the  r ig h ts
o f p o lic y h o ld e rs . g
6 . P re sc rib in g  th e  d e ta i l  to  be rep o rted  in  annual s ta tem en ts .
A cting on th e  recommendations o f  th e  Armstrong Committee, New 
York passed a new insurance  code in  1906. Other s ta te s  follow ed New 
York’ s lead  which re s u lte d  in  a s ig n if ic a n t  improvement in  th e  insurance 
laws throughout th e  country .
In 19AA# th e  U. S . Supreme Court handed down another d ec is io n  
th a t  a ffe c te d  re g u la tio n  o f  insurance  companies. The case o f IL ^  v s . 
South East U nderw riters A ssoc ia tion  involved f ix in g  premiums and 
commissions as a v io la t io n  o f th e  Sherman A n ti-T ru st A ct. In th i s  case ,
o
Thore, qa, C ii* » P» 1077, c i t in g  Report o f the  Jo in t Committee 
o f the  Senate and Assembly o f  th e  S ta te  o f New York, Appointed to  
In v e s tig a te  the  A ffa irs  o f  Tafe Insurance Companies, in  E x h ib its , Reports 
and -^dex of~~^€fiisiative~Tn3urance In v e s tig a tin g  Committee (Albany, 1906),
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”in  a 4-3 d e c is io n , two ju s t ic e s  excusing them selves from the  case ,
the  cou rt held on June 5, 1944, th a t  when th e  tra n s a c tio n  of insurance
a
business c ro sses s ta te  l in e s  i t  i s  i n te r s t a t e  commerce.”
Following the  SEUA d e c is io n , Congress in  1945 passed Public  Law 
15 which s ta te d  th a t  re g u la tio n  and ta x a tio n  o f insurance opera tions 
i s  in  the  p u b lic  in te r e s t .  "Congress, in  e f f e c t ,  was in v it in g  the 
s ta te s  to  continue re g u la tin g  in su rance , but was serv ing  n o tice  th a t  i t
10
would be prepared to  take over, i f  s ta te  re g u la tio n  proved in ad eq u a te .” 
There a re  a d d itio n a l cases and d ec is io n s  a f fe c t in g  th e  re g u la tio n  
of insurance o p e ra tio n s , bu t th e  ones p rev iously  c ite d  (Paul v s .
V irg in ia . Armstrong In v e s tig a tio n , U. v s . South East U nderw riters 
A sso c ia tio n , and Public  Law 15) rep re sen t landmark d ec is io n s in  th e  area  
of insu rance  re g u la tio n . A dditional cases w i l l  be c ite d  in  a subsequent 
d iscu ssio n  in  t h i s  chapter invo lv ing  o ther fe d e ra l re g u la tio n  o f l i f e  
insurance o p e ra tio n s .
Much has been w ritte n  concerning the m erits  o f  s ta te  v s . fe d e ra l 
reg u la tio n  o f l i f e  insurance o p e ra tio n s . However, the  fa c t remains 
th a t  under P ublic  Law 15, insurance companies continue to  be reg u la ted  
by th e  various s ta te  insurance departm ents.
The e x is tin g  insurance laws adm inistered  by the  s ta te  insurance 
departm ents can Le id e n t i f ie d  as r e la t in g  to  the  follow ing s ix  major 
a re as :
c
Robert I .  Mehr and Robert U. O sier, Modern L ife Insurance (New 
York: The Macmillan Company, 1961), p. 697.
10Mayerson, ££. c i t . . p . 3B.
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1 . Laws governing the  o rg an iz a tio n , powers and d u tie s  o f 
th e  insurance departm ents.
2. Laws r e la t in g  to  the  powers, l im i ta t io n s ,  and requirem ents 
o f  insurance companies, both those  dom iciled in  the  s ta te  
and those  charte red  elsewhere but doing business in  the 
s t a te .
3 . Laws with re sp ec t to  q u a l i f ic a t io n  and lic e n s in g  o f  ag en ts .
4* Laws bearing  on insurance c o n tra c ts  and th e  r ig h ts  o f
po licyho lders  and b e n e f ic ia r ie s  which a r is e  from the  
c o n tra c t.
5. M iscellaneous s ta tu te s  which d ea l w ith such m atte rs  as 
r ig h ts  o f minors to  co n trac t fo r in su rance , exemption o f 
proceeds from claim s o f c re d i to r s ,  in su ra b le  in te r e s t  and 
assignm ent o f  p o l ic ie s .
6. Tax law s. (S ta te s  impose tax es on l i f e  insurance companies 
a t  r a te s  which average about two per cent o f  th e  premiums 
paid  by p o l ic y h o ld e r s .) ^
The d ir e c t  r e la tio n s h ip  between s ta te  insurance laws and 
accounting and rep o rtin g  p ra c tic e s  used by stock  l i f e  insurance 
companies i s :
(1) S ta te  insurance commissioner re q u ire  th e  f i l l i n g  o f the  
NAIC Statem ent Blank on an annual b a s is .
(2) The commissioner i s  requ ired  to  conduct a tr ia n n u a l 
exam ination o f a l l  companies opera ting  w ith in  the  s t a t e .  S pec ia l 
exam inations in to  the f in a n c ia l  or opera ting  p ra c tic e s  o f a company 
can be conducted a t  any tim e, a t  the d is c re tio n  of the  commissioner.
(3) The commissioner i s  resp o n sib le  fo r review ing th e  determ i­
na tion  o f po licy  reserve  requ irem ents. S ta te  law ” . . .  re q u ire s  th a t  
l i f e  insurance companies re se rv es  must be those  c a lcu la te d  from the 
195S Commissioners Standard Ordinary M o rta lity  Table a t  3^ per cent . . . 
or a m o rta lity  tab le  and in te r e s t  ra te  g iv in g , in  th e  agg rega te ,
^ T h o re , ojr>. c i t . . no. 107S-.0S1.
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12h igher re s e rv e s .”
(A) V aluation o f a s s e ts  i s  another f in a n c ia l  re p o rtin g  area 
su b jec t to  the  re g u la tio n  o f th e  commissioner. The d esig n a tio n  of 
nonadmitted a s s e ts  include  a s s e ts  owned by th e  company but not rep o rted  
in  th e  l i f e  insurance f in a n c ia l  s ta tem en ts . Examples o f nonadmitted 
a s s e ts  inc lude  equipment, o th er than c e r ta in  data  p rocessing  equipment, 
agents* d e b it balances and fu rn i tu re .
(5) Investm ents made by l i f e  insurance companies a re  reg u la ted  
by th e  commissioner as to  the  type o f se c u rity  th a t  can be acquired  
and th e  percentage o f th e  p o r t fo lio  th a t  may be invested  in  any one 
se c u rity  is s u e . The major o b je c tiv e s  o f th e  laws re g u la tin g  in v e s t­
ments include  the  follow ing: to  p revent management from making
sp ecu la tiv e  investm ents, to  prevent th e  insurance company from being 
vu lnerab le  to  f lu c tu a tio n s  in  market co n d itio n s , to  prevent c o n tro l o f
ano ther company by a c q u is i t io n  o f  c o n tro llin g  i n t e r e s t ,  and to  promote
13s o c ia l  o b je c tiv e s  3uch as investm ents in  housing.
S ta te  re g u la tio n s  o f  investm ents vary and s p e c if ic  examples o f 
reg u la tio n s  include Wisconson, which l im its  common stock  investm ent to  
15 per cent o f adm itted a s s e ts  and New York, which l im i ts  common stock
12Mehr and O sier, op. c i t . . p. 712.
13-'Spencer L. Kimball and Hebert S. Denenberg, ”The R egulation of 
Investm ents: A Wisconsin V iew point,” In su rance . Government and S o c ia l
P o licy  ed. Spencer L. Kimball and Gebert S. Denenberg (Homewood:
Richard D. Irw in , I n c . ,  1969), pp. 127-128 c i t in g  Wisconsin L e g is la tiv e  
Council, Insurance Laws Revision Committee, R egulation of Investm ents. 
Second D ra ft, August 23, 1968.
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to  5 per cent o f  adm itted  a s s e ts ,  or one h a l f  o f su rp lu s , which ever 
i s  sm aller*
S ta te  in su rance  laws a re  under constan t re v is io n . W ithin recen t
15decades, many s ta te s  have adopted new insurance codes. Most re v is io n
o f insurance re g u la tio n  comes as a r e s u l t  o f  an o rd e rly  p rocess and
i s  d ire c te d  toward improving the  e ffe c tiv e n e ss  o f e x is tin g  re g u la tio n s .
O ccasionally , as a r e s u l t  o f  a sp e c if ic  in c id e n t, a t te n t io n  i s  focused
on th e  re g u la tio n  o f insurance companies and th e  adequacy o f  such
re g u la tio n  i s  qu estio n ed . A recen t case which has caused s u b s ta n t ia l
a t te n t io n  to  be d ire c te d  toward l i f e  insurance companies and th e i r
re g u la tio n  i s  the  Equity Funding case .
In A p r i l ,  1973, Equity Eunding Corporation o f  America, the paren t
company o f Equity Funding L ife Insurance Company f i le d  and was granted
p ro te c tio n  under Chapter 10 o f th e  F ederal Bankruptcy A ct. The Equity
Funding case invo lves rep o rtin g  bogus p o l ic ie s  by Equity Funding L ife
and the  disappearance o f  75 per cent o f the  $29 m il l io n  a s s e t s  reported
16
by Equity Funding L ife in  i t s  December 31, 1972 f in a n c ia l  s ta tem en ts . 
^ I b i d . ,  n . 131 .
^C pencer l .  Kimball and Hebert S. Denanberg, ’’Modern Insurance 
Code Revision: R eflec tions  on the  Art o f  L eg is la t iv e  Ref:>rm,” Insu rance .
Government and S oc ia l Policy ed. Spencer L. Kimball and Hebert S. 
Denenberg (Homewood: Richard D. Irw in , I n c . ,  1969), p . U7 c i t in g
Journal o f the  American Society o f  Chartered Life U nderw riters. Vol.
21, Ho. U (O ctober, 1967TT
1 /
°W illian ' E. .B lunde ll ,  ’’E s t im a te d  66^ o f  E q u i ty  Funding L i f e ’s 
R eported  In s u ra n c e  Appears t o  be Bogus,”  The Wall S t r e e t  J o u r n a l . (A p r i l  
9, 1973), n. 3.
The Equity Funding case w i l l  in flu en ce  fu tu re  re g u la tio n  o f l i f e
insurance companies. The case i s  very  involved and some o f  th e  p a r t ie s
im plica ted  in  th e  in v e s tig a tio n  include  th e  Insurance Departments o f
I l l i n o i s  and C a lifo rn ia , th e  SEC, banks, o ther c re d i to r s ,  c e r t i f ie d
pu b lic  accounting f i r a e ,  stock  b ro k e rs , s to ck h o ld e rs , th e  NYSE, and
o ther governmental agencies.
Although th e  SEC has no ju r is d ic t io n  over th e  re g u la tio n  o f
l i f e  insurance companies,
. . . Chairman G. Bradford Cook o f  th e  S e c u r i t ie s  and 
Exchange Commission d isc lo sed  . . .  th a t  th e  SEC p lans to  
hold a conference o f s ta te  in surance  re g u la to rs  and " rep re ­
se n ta tiv e "  accounting  firm s, insu rance  companies and re in s u re rs  
to  determ ine whether th e re  c u rre n tly  a re  "adequate safeguards" 
to  preven t a reoccurrence of th e  Equity Funding scandal in  
o ther q u a rte rs  o f  the  i n d u s t r y .^
The p o te n t ia l  e f fe c t  o f Equity Funding on s ta te  re g u la tio n  of
l i f e  insurance companies was d iscussed  by Fred A. Muck, I l l i n o i s
D irec to r o f  In su rance . In  a p ress  conference, Mr. Muck s ta te d  " th e re
could and must be s u b s ta n t ia l  improvement in  the  f in a n c ia l  exam ination
18
and reg u la tio n  o f insurance com panies." One o f th e  s p e c if ic
proposals mentioned by Mr. Muck was th e  measure th a t  " s t a te s  req u ire
in su re rs  to  f i l e  annual f in a n c ia l  s ta tem en ts th a t  have been prepared
and c e r t i f ie d  by independent c e r t i f i e d  pub lic  accoun tan ts  ra th e r  than
19by th e  companies them selves a s  i s  now being done." 7 I f  adopted by
■^"Big Board Moves to  P enalize  Disks on Equity Funding," The 
Wall S tre e t  Jo u rn a l. (A pril 13, 1973), p .  A.
^ " E q u ity  Funding Case Prompts Regulator to  Ask T igh ter C ontro ls , 
The N ational U nderw riter. L ife  and Health Insurance E d it io n . 77th /e a r ,  
No. 16, (A pril 21, 1973), p. 2.
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I l l i n o i s ,  t h i s  p ro v isio n  could have fa r  reaching  e f f e c ts  on the 
p resen t s tru c tu re  o f t r ia n n u a l  exam inations and NAIC Statem ent Blank 
rep o rtin g  requ irem ents.
Evidence o f th e  concern th a t  th e  s ta te  insurance  departm ents 
have fo r th e  po licyho lder can a ls o  be dem onstrated by the  Equity Fund­
ing  case . At f i r s t  mention o f th e  in v e s tig a t io n , s to ck h o ld e rs , 
c re d i to r s ,  and re in s u re rs  were id e n t i f ie d  a s  th e  groups th a t  would 
stand  to  lo se  th e  most f in a n c ia l ly .  Then as th e  in v e s tig a tio n  unfo ld ­
ed and th e  m a te ra lity  o f th e  fraud  was d isc lo se d , th e  p o licy h o ld ers  
were included in  th e  group o f  p o te n t ia l  lo s e r s .  The C a lifo rn ia  
Insurance Commissioner, Gleeson L. Payne, " c a lle d  fo r th e  l i f e
insurance in d u stry  to  assume th e  l i a b i l i t i e s  o f  any tro u b led  l i f e  or
2c
d i s a b i l i ty  company in  the  s t a t e . "  A b i l l  to  provide such p ro te c tio n  
was in troduced  in to  th e  C a lifo rn ia  Assembly on A p ril 5, 1973 and a 
s im ila r  b i l l  i s  being d ra f te d  in  I l l i n o i s .
E ffe c tiv e  re g u la tio n  o f l i f e  insurance o p e ra tio n s  began in  
M assachusetts in  1858 and i s  s t i l l  evolving today . S ig n if ic a n t  cases 
and events having an e f f e c t  on reg u la tio n  in c lu d e : 1868 -  Paul va .
V irg in ia : 1905 -  Armstrong In v e s tig a tio n ; 1944 -  U« S . v s . South East
U nderw riters A sso c ia tio n : 1945 -  P ublic  Law 15; and 1973 -  Equity
Funding. In  a d d itio n  to  the  ones c i te d , o ther cases and events have 
in fluenced  insurance company re g u la tio n . I t  i s  th e  in te r e s t  o f th e
On the C oast-to -C oast T ra i l  o f  Equity Funding," Business 
Week, humber 2276, (A pril 21, 1973), p . 68.
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po licy h o ld ers  th a t  i s  o f  prime concern in  th e  dete rm ina tion  o f  the 
measures adopted by s t a t e s  to  re g u la te  th e  o p e ra tio n s  o f l i f e  
in su rance  companies.
N ationa l A ssoc ia tion  2I  IngurflQ
Commissioners
A d isc u ss io n  o f l i f e  insu rance  re g u la tio n  would not be con­
s id e red  complete w ithout some c o n s id e ra tio n  o f  th e  N ational A ssocia tion  
o f Insurance Commissioners (NAIC). The o b je c tiv e  o f th e  NAIC i s  to  
promote un ifo rm ity  in  s ta te  insurance law s.
The NAIC was formed a s  a vo lu n ta ry  o rg an iza tio n  in  1671 by the
21Honorable George W. M ille r , Superin tenden t o f Insurance o f New York.
The reason fo r c a l l in g  th e  f i r s t  m eeting o f  insurance commissioners 
was to  e s ta b l is h  uniform  p ra c tic e s  in  th e  a rea  o f f in a n c ia l  re p o rtin g , 
exam ination, and re g u la tio n .
A l i s t i n g  o f  some o f th e  achievanents o f th e  NAIC would include 
th e  fo llow ing:
1 . Uniform ru le s  have been adopted fo r the  v a lu a tio n  o f
s e c u r i t ie s  in  the  annual sta tem ent b lank .
2 . A standard  m o rta li ty  ta b le  fo r  o rd inary  and in d u s t r ia l  
insu rance  has been developed.
3. New standard  v a lu a tio n  and n o n fo rfe itu re  laws have been 
d ra f te d , and t h e i r  enactment ha3 produced a uniform  
p a tte rn  in  th ese  a re a s  in  v i r tu a l ly  a l l  the  s t a te s .
U, The so -c a lle d  ’’zone system” for the  t r i e n n ia l  exam ination
o f l i f e  insu rance  companies has been developed. Under th is
system , examiner teams from se v e ra l s ta te  insurance
2^Mehr and G sle r , o£. c i t . . p. 695.
departments examine companies under the  general d i r e c t io n  
o f the  insurance department o f a company's home state.^2
The NAIC opera tes through a number of s tanding committees and 
sp e c ia l  committees. Standing committees th a t  have an important e f f e c t  
on f in a n c ia l  m atte rs  include  the  Committee on Valuation o f S e c u r i t i e s ,  
the Committee on Examinations and the  Blanks Committee.
The Committee on Valuation o f  S e c u r i t ie s  determines the  ru le s
to  be followed in  rep o rtin g  investments fo r  f in a n c ia l  statement
purposes. At th e  end o f each year the  committee pub lish es a l i s t i n g
o f  the  a s so c ia t io n  values fo r a l l  stocks and bonds owned by l i f e
insurance companies. This l i s t i n g  i s  a r r iv e d  a t  by a s t a f f  of
se c u r i ty  a n a ly s ts  who decide on the  ap p ro p r ia te  va lues to  be assigned
23to  investm ents in  stocks and bonds.
The Committee on Examinations i s  respon sib le  fo r  arranging  
examinations o f  a l l  l i f e  insurance comj>anie3 opera ting  in  two or more 
s t a t e s .  The examination i s  intended to  v e r i fy  th e  amounts repo rted  in  t, 
NAIC Statement Blank and determine t h a t  the  company i s  complying with 
e x is t in g  s t a t e  r e g u la t io n s .
For examination purposes, the United S ta te s  i s  divided in to  s ix  
examination zones, each zone conta in ing  e ig h t  or more s t a t e s .  The 
companyt s home s t a t e  u su a lly  i n i t i a t e s  the examination with examiners 
from o ther  s t a t e s  a s s i s t i n g  in the examination. At the conclusion of
22̂Thore, o£. c i t . . p . 1076.
23Mayerson, ojd. c i t . . p. 73.
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th e  exam ination, a d e ta ile d  re p o rt i s  provided inc lud ing  recommen-
2Ld a tio n s  or c r i t ic is m s  noted by th e  exam iners.
The Committee on Blanks i s  resp o n sib le  fo r th e  annual re p o rtin g  
form, th e  NAIC Statem ent Blank, used by l i f e  insurance companies in  
re p o rtin g  to  th e  s ta te  in su rance  departm ents. The committee i s  
resp o n sib le  fo r  reviewing th e  format o f th e  Blank and making 
suggestions fo r  i t s  improvement. In  t h i s  reg a rd , th e  NAIC bylaws 
s ta te :
The Committee on Blanks s h a l l  hold one or more m eetings 
annually  a t  th e  c a l l  o f  th e  chairman fo r th e  purpose o f 
considering  amendments to  th e  va rious A ssoc ia tion  annual 
sta tem ent b lanks. Following such m eetings th e  Committee 
s h a l l  submit i t s  re p o r t  w ith recommendations to  th e  Executive 
Committee and the  Executive Committee s h a l l  consider such 
re p o rt and r e fe r  th e  same w ith such recommendation as i t  
deems necessary  to  th e  A ssoc ia tion . I t  s h a l l  be the  duty 
o f  th e  Committee on Blanks to  prepare  b lanks in  accord 
w ith th e  a c tio n  taken  by th e  A ssoc ia tion  and have them 
d is tr ib u te d  to  a l l  members o f  th e  A sso c ia tio n .2 5
The NAIC meets tw ice each year to  consider the  stand ing  and
sp e c ia l  committee r e p o r ts .  The committee appointed to  study th e  e f fe c t
o f th e  AICPA a u d it  guide has made a number o f p rog ress re p o r ts  to  the
NAIC. At the  December 1971 w in ter m eeting, th e  committee members
reconmended th a t  ” . . .  th e  NAIC discourage l i f e  in su re rs  from
^Joseph C. Noback, L ife  Insurance Accounting Study o f the  
F in a n c ia l S tatem ents o f L ife  Insurance Companies in  th e  United S ta te s  
and Canada (Homewood: Richard D. Irw in , I n c . ,  1969), p . 6, c i t in g
Bylaws, S ection  5. Proceedings o f th e  N ational A ssoc ia tion  o f 
Insurance Commissioners. 196>, New York, p . 297.
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adopting  prem aturely  th e  p r in c ip le s  o f the  exposure d r a f t  o f  th e  AICFA
and in s te a d  endorse th e  development o f  m o d ifica tio n s or supplements
to  th e  annual sta tem ent as th e  p roper means o f p rov id ing  m eaningful
26in form ation  to  th e  in v es tin g  p u b lic .” Hie committee s ta te d  th a t
i t  had rep o rted  to  th e  SEC, th a t  s ince  l i f e  insurance f in a n c ia l
s ta tem ents a re  p o licyho lder o rien ted  any r a d ic a l  change in  re p o rtin g
could r e s u l t  in  both added expense and conilision .
The AICPA a u d it  guide was f in a l ly  issued  in  December 1972, two
weeks a f t e r  th e  NAIC 1972 w in ter m eeting. Previous mention o f th e
NAICfs re a c tio n  to  the  a u d it guide was noted in  Chapter I .  E s s e n tia lly
the  NAIC ” . . .  r e i t e r i a t e d  i t s  p o s it io n  th a t  s ta tem en ts p repared  on
27o ther than  a s ta tu to ry  b a s is  have no le g a l  s tand ing  . . . ”
Although the  NAIC has no le g a l  s ta tu s  i t  p lays an im portant ro le
in  th e  re g u la tio n  o f l i f e  insurance  companies. The semiannual m eetings 
provide a means fo r th e  insurance  commissioners to  consider p e r t in e n t  
to p ic s  a f f e c t in g  insurance and keep informed as to  th e  p rog ress o f the  
work o f  th e  sp e c ia l and standing  comm ittees. Through th e  e f f o r t s  o f 
th e  NAIC, un ifo rm ity  o f  l i f e  insu rance  re g u la tio n  i s  promoted and l i f e  
insurance commissioners a re  b e t te r  informed and thus more capable to  
f u l f i l l  t h e i r  o b lig a tio n  to  th e  pu b lic  by p ro te c tin g  p o lic y h o ld e rs .
^ ’A ssoc ia tion  Notes -  NAIC W inter M eeting,” B est’s Review 
L ife /H ealth  E d itio n . Volume 72, No. 9 , (January 1972), p . 83.
^ ’’A ssoc ia tion  Notes -  NAIC W inter M eeting,” B estfa Review 
L ife /lle a lth  E d itio n . Volume 73, No. 10, (February 1973), p . 97.
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S e c u r i t ie s  and Exchange Commission 
The S e c u r i t ie s  and Exchange Comaission (SEC) was c rea ted  in  
September 193A fo llow ing  the adoption o f th e  S e c u r i t ie s  Exchange Act 
o f 193A. The o r ig in  o f th e  SEC can be trac ed  to  th e  Senate in v e s t i ­
g a tio n s fo llow ing th e  1929 stock  market c ra sh . Although p r io r  to  th e  
market crash many s ta te s  had laws for the  re g u la tio n  o f  s e c u r i t ie s ,
t h e i r  laws were in e f fe c t iv e  and, fu rtherm ore, were not a p p lica b le  in
28in te r s t a t e  commerce.
P rov isions o f  th e  S e c u r i t ie s  Act o f  1933 re g u la te  th e  d i s t r i ­
b u tion  o f  s e c u r i t ie s  by re q u ir in g  the  r e g is t r a t io n  o f  c e r ta in  
s e c u r i t ie s  befo re  they  can be o ffe red  fo r s a le .  The S e c u r i t ie s  
Exchange Act o f  193A i s  concerned w ith tra d in g  in  s e c u r i t ie s  and 
inc ludes th e  fo llow ing r e g i s t r a t io n  requ irem ents:
1 . N a tiona l s e c u r i t ie s  exchanges
2 . N ational a s so c ia tio n  o f s e c u r i t ie s  d e a le rs
3 . S e c u r i t ie s  l i s t e d  on exchanges
A. S e c u r i t ie s  o f  most o th e r (so -c a lle d  o v e r-th e -c o u n te r)  
companies; except banks and insurance  companies . . . .
P rov isions o f  th e  S e c u r i t ie s  Exchange Act o f  193A re q u ire  th e
fo llow ing forms to  be f i l e d :  ( l )  Form 10, th e  p r in c ip a l  form fo r
r e g is t r a t io n  o f  s e c u r i t ie s ;  and (2) Form 10-K, th e  p re sc rib ed  form fo r
annual r e p o r ts .  S p ec ia l r e l i e f  i s  provided insurance  companies by th e
^®Charles B. H e lle r son, ’’Accounting Under SEC R eg u la tio n s ,” 
Accountants E ncyclopedia. Volume I I I  (Englewood C l i f f s ;  P re n tic e -H a ll, 
I n c . ,  1970), p . 1213.
^ L o u is  H. Rappaport, SEC Accounting P ra c tic e  and Procedure 
(second e d it io n , rev ised  p r in t in g ,  New York: The Ronald P ress Company,
1966), pp. 12*1 -  12*11.
42
p ro v is io n  th a t  " f in a n c ia l  sta tem en ts f i le d  by . * . insurance
companies (o th e r  than  t i t l e  companies) need not be c e r t i f i e d . ”
R egulation  S-X, i n i t i a l l y  adopted in  1940, i s  th e  " p r in c ip a l  
accounting  re g u la tio n  o f  th e  SEC in  i t s  a d m in is tra tio n  o f  th e  
S e c u r i t ie s  Act o f  1933, th e  S e c u r i t ie s  Exchange Act o f  1934 • • • and
th e  Investm ent Company Act o f  1940." 3^ In  196/* A r t ic le  7-A o f regu­
la t io n  S-X was adopted which req u ired  l i f e  in su rance  companies to  use 
th e  NAIC Statem ent Blank form, w ith some m o d ific a tio n s , in  re p o rtin g  
to  th e  SEC.
In  R elease No. 100, October 6 , 1964, the  SEC s ta te d  th a t  i t  was 
necessary  to  adopt A r tic le  7-A ” . . .  because of th e  in c re a s in g  
number o f  l i f e  in su rance  companies f i l i n g  f in a n c ia l  sta tem en ts w ith
32
th e  Commission in  r e g i s t r a t io n  sta tem en ts and annual re p o r ts  . . . ."
As p rev io u sly  in d ic a te d , A r tic le  7-A re q u ire s  th e  use o f th e  b a s ic  
NAIC Statem ent Blank forms in  f i l i n g  Forms 10 and 10-K. SEC re q u ire ­
ments d i f f e r  in  th e  a rea  o f p re s e n ta tio n  o f  th e  "Surp lus Account" and 
A rtic le  7-A re q u ire s  th e  fo llow ing :
20. S u rp lu s .— (a) Separa te  cap tio n s s h a l l  be shown fo r 
( l )  p a id - in  su rp lu s , (2) su rp lu s  a r i s in g  from re v a lu a tio n  o f 
a s s e t s ,  (3) o th er c a p i ta l  su rp lu s , and (4) earned su rp lu s
( i )  a p p ro p ria te d  and ( i i )  u n ap p ro p ria ted . There s h a l l  be 
included  under earned su rp lu s , a p p ro p ria te d , a l l  sp e c ia l 
su rp lu s  funds. That p o rtio n  o f th e  su rp lu s a llo c a b le  to  
p a r t ic ip a t in g  p o l ic ie s  should be included in  cap tion  21 below.
3° I b i d . ,  pp. 13*6, 13*11 & 13-12.
31I b i d . ,  p . 14*1.
^ S e c u r i t i e s  and Exchange Commission, Accounting S e r ie s  Release 
//100. Adoption o f  A r tic le  7-A and Rule 12-13 o f R egulation  S-X.
October 6, 1964-
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(b) I f  u n d is tr ib u te d  earn ings o f  s u b s id ia r ie s  a re  
in c lu d ed , s ta te  th e  amount th e re o f  p a re n th e t ic a lly  or 
otherw ise*
(c ) An a n a ly s is  o f each su rp lu s account s e t t in g  fo rth  
th e  in form ation  p re sc rib e d  in  Rule 11-02 s h a l l  be given 
fo r  each period  fo r  which a p r o f i t  and lo s s  statem ent i s  
f i l e d ,  a s  a c o n tin u a tio n  o f  th e  r e la te d  p r o f i t  and lo s s  
sta tem ent o r in  th e  form o f a sep a ra te  sta tem ent o f 
su rp lu s , and s h a l l  be re fe r re d  to  h e ro .33
Stock l i f e  in su rance  companies a re  req u ire d  to  comply w ith  SBC 
requirem ents as a r e s u l t  o f :  ( l )  l i s t i n g  t h e i r  stock  on a n a tio n a l
stock  exchange or (2) o p e ra tin g  as p a r t  o f  a p a ren t hold ing  company 
complex. The consequence o f a company q u a lify in g  under e i th e r  o f 
th ese  c r i t e r i a  re q u ire s  th a t  th e  company ’’must comply w ith annual and 
p e rio d ic  re p o rtin g  requirem ents and a re  su b je c t to  th e  proxy s o l i c i -
Q 1
ta t io n  and in s id e  tra d in g  r u l e s .11
Of th e  200 stock  l i f e  insurance companies included  in  th e  E rnst 
ft E rn s t, F in a n c ia l R eporting Trends. L ife  In su rance . 1972. th e  follow ­
ing  in fo rm ation  r e la t in g  to  l i s t i n g  o f stock  was rep o rted :
Number o f  companies whose shares a re  tra d e d  on th e :
New York Stock Exchange 17
American Stock Exchange 2
Midwest Stock Exchange 1
Over th e  counter 180
■^Rappaport, ££>. c i t . . p . 17» 55*
3^Committee on Insurance Accounting and A ud iting , A udits o f  Stock 
L ife  Insurance Companies. In d u s try  Audit Guide. (New York: American
I n s t i tu t e  o f  C e r t i f ie d  Public  A ccountants, 1972), p . 13.
35^ E r n s t  ft E rn s t, F in an c ia l R eporting Trends. L ife In su ran ce .
1972 (E rnst ft E rn s t, 1972), p . 5*
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The E rnst ft E rnst survey a ls o  rep o rted  th e  fo llow ing concerning
hold ing  companies: ’’seventy-one per cent o f  l i f e  in su rance  companies
included in  th e  survey were p a r t  o f  a congeneric com bination in  
1971 . . .  The tren d  th a t  has developed over th e  p a s t f iv e
y ears  in d ic a te s  an in c rease  in  insurance  companies l i s t e d  on n a tio n a l 
exchanges and an in c rease  in  the  ho ld ing  company form o f  o rg an iz a tio n .
Following the  196A adoption o f  A rtic le  7-A and u n t i l  1967, l i f e  
insurance companies used NAIC Statem ent Blank methods in  re p o r tin g  to  
th e  SEC. In  1968 a la rg e  l i f e  insu rance  company, whose stock  was 
trad ed  on th e  NYSE, de fe rred  a c q u is i t io n  c o s ts  in  th e  f in a n c ia l  
sta tem ents f i le d  w ith th e  SEC. In  1969, a d d itio n a l d ep a rtu re  from
reg u la to ry  techn iques was r e f le c te d  in  SEC sta tem en ts by th e  a d ju s t-
37ment o f re se rv e s  fo r in te r e s t  and m o r ta li ty .
Following th e  prom ulgation o f th e  AICPA’ s , December 1970
Exposure D raft o f  A udits o f  L ife Insurance Companies, a g en era l tren d  
to  depart from th e  NAIC Statem ent Blank to  GAAP was no ted . L ife 
insurance companies began to  re p o r t  in  the  f in a n c ia l  and tra d e  p ress  
t h e i r  in te n tio n s  to  re p o rt u sing  GAAF fo r year ended 1971*
The controversy  involv ing  th e  m erits  o f  l i f e  in su rance  companies 
rep o rtin g  under GAAP and th e  qu estio n  a s  to  which method should be used 
in  re p o rtin g  to  th e  SEC and shareho lders was tem p o rarily  s e t t l e d  by a 
l e t t e r  dated December 1A, 1971, signed by the SEC's c h ie f  accoun tan t,
36Ib id , p . 78.
^ E m s t  ft E rn s t, Insurance In dustry  Committee, N atu ra l Hoserves 
and Life Insurance Accounting (E rnst ft E rn s t, 1970), p . 19.
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A second exposure d ra f t  o f th e  a u d it  gu ide. A udits flX Stock L ife 
Insurance Companies, was issued  by th e  AICPA in  August 1972. Coaments 
on the  guide were to  be forwarded to  the  AICPA Comnittee on Insurance 
Accounting and A uditing w ith a dead line  o f September 30, 1972.
Announcement o f  th e  approval o f  the  a u d it  guide was noted in  th e  
December 12, 1972 Wall S tre e t  Jo u rn a l. The Jou rna l rep o rted  th a t  th e  
Accounting P r in c ip le s  Board had " f in a l ly  approved g e n e ra lly  accepted 
accounting p r in c ip le s  fo r l i f e  in su rance  companies."^*1 The a u d it guide 
recomnended immediate im plem entation o f GAAP fo r year ended 1972 and 
re q u ire s  adoption o f GAAP fo r  year ended 1973* Some major l i f e  
companies, inc lud ing  U. S. L ife C orporation , F rank lin  L ife Insurance 
Company, and Connecticut General Insurance Company, rep o rted  th a t  they 
would not switch to  GAAP fo r 1972. Other companies, in c lud ing  CNA, 
s ta te d  th a t  they would r e s ta te  earn ings fo r 1972 accord ing  to  GAAP.
Acceptance o f  th e  Audit Guide by the  AICPA re s u lte d  in  a change
in  the  o r ig in a l  p o s itio n  o f th e  SEC on re p o rtin g  l i f e  insurance
f in a n c ia l  s ta tem ents under 6AAP. In a January, 1973 ru l in g  th e  SEC
announced " . . .  i t  w i l l  be accep tab le  in  f i l i n g  w ith th e  SEC fo r
f in a n c ia l  sta tem ents o f l i f e  companies prepared in  accordance with
genera l accepted accounting  p r in c ip le s  (GAAP) as described  in  the  
&a u d it g u id e .”
^1,1 L ife In su rers*  Guide o f Audit P r in c ip le s  Approved by Board," 
The Wall S tre e t Jo u rn a l. (December 12, 1972), p . 2/*.
i 2
"SV’C Approves GAAP Approach in  F ilin g s  from L ife Companies," 
The N ational U nderw riter. L ife & Health E d itio n . 77th y e a r , No. 3, 
(January 20, 1973), p. 1.
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Andy B arr. The l e t t e r  s ta te d  th a t  companies which had rep o rted  " to
th e  SEC and to  t h e i r  shareho lders In  accordance w ith accounting
p ra c t ic e s  p resc rib ed  by s ta te  s ta tu te s  mast continue to  do so u n t i l
an in d u s try  a u d it  guide . . .  i s  adopted by th e  AICPA committee on
38insu rance  accoun ting  and a u d it in g ."
Major l i f e  companies th a t  had, p r io r  to  year ended 1971, adopted
a m odified form o f  GAAP fo r  re p o r tin g  pmrposes included  Aetna L ife  &
C asulty  Company, Transam erica C o rp o ra tio n 's  insurance s u b s id ia r ie s ,  
and G ulf L ife  Holding Company, One o f  th e  major companies th a t  had 
planned to  d ep art from s ta tu to ry  re p o r tin g  was CNA F in a n c ia l 
C orporation . Following th e  SEC e d ic t ,  CNA rep o rted  th a t  i t  would
39not re p o r t  1971 earn ings on an a d ju s te d  b a s is  a s  i t  had in ten d ed .
The rationale fo r  th e  SEC's p o s it io n  involved th e  in d u s try
re a c tio n  to  the  o r ig in a l  d r a f t  o f  th e  AICPA a u d it guide and in  p a r t i ­
c u la r , use o f  th e  n a tu ra l  re se rv e  method. In  h is  l e t t e r ,  Andy Barr
noted th a t  "a member o f your committee (AICPA) had developed se rio u s
hO
doubts a s  to  th e  p ro p r ie ty  o f  th e  n a tu ra l  re se rv e  m ethod." The SEC 
recommended a d d it io n a l  re sea rch  and in v e s tig a t io n  in to  th e  a l te rn a t iv e s  
o f re p o r tin g  ad ju s ted  ea rn in g s .
3®”SEC Asks Delay in  L ife  Insurance  Accounting Change," The 
Jo u rn a l o f  Accountancy. CXXXI, (February 1972), p . 8.
39»»sec Bans Switch to  Adjusted Method o f  Reporting E arn ings,"
The N ational U nderw riter. L ife  & Health Insurance E d itio n . 75th y e a r , 
No. 52, (December 25, 1971), p . 18.
^"SEC Asks Delay in  L ife Insurance Accounting Change," lo c .
c i t .
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A second exposure d ra f t  o f  th e  a u d it  gu ide, Audita fiX Stock L ife 
Insurance Companies, was issu ed  by th e  AICPA in  August 1972* Comments 
on th e  guide were to  be forwarded to  th e  AICPA Committee on Insurance 
Accounting and A uditing  w ith a dead line  o f  September 30, 1972*
Announcement o f  th e  approval o f  th e  a u d it  guide was noted in  th e  
December 12, 1972 Wall S tre e t  Jo u rn a l. The Jou rna l rep o rted  th a t  the  
Accounting P r in c ip le s  Board had " f in a l ly  approved g e n e ra lly  accepted 
accounting p r in c ip le s  fo r  l i f e  in su rance  c o m p a n i e s . T h e  a u d it guide 
recommended iirm ediate im plem entation o f GAAP fo r y ear ended 1972 and 
re q u ire s  adoption  o f  GAAP fo r  y ear ended 1973. Some major l i f e  
companies, in c lu d in g  U. S. L ife C orporation , F ran k lin  L ife  Insurance 
Company, and C onnecticut General Insurance Company, rep o rted  th a t  they 
would not sw itch to  GAAP fo r  1972. Other companies, in c lu d in g  CNA, 
s ta te d  th a t  they  would r e s ta te  earn in g s fo r 1972 acco rd ing  to  GAAP.
Acceptance o f  th e  Audit Guide by th e  AICPA re s u l te d  in  a change
in  th e  o r ig in a l  p o s itio n  o f  th e  SEC on re p o rtin g  l i f e  insu rance
f in a n c ia l  sta tem en ts under GAAP. In a January , 1973 ru l in g  th e  SEC
announced ” . . .  i t  w i l l  be accep tab le  in  f i l i n g  w ith  th e  SEC fo r
f in a n c ia l  s ta tem ents o f  l i f e  companies prepared in  accordance w ith
general accepted accounting  p r in c ip le s  (GAAP) as d escribed  in  the  
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a u d it g u id e .”
^ " L i f e  I n s u re r s 1 Guide o f Audit P r in c ip le s  Approved by Board,” 
The Wall S tre e t  Jo u rn a l. (December 12, 1972), p . 24.
^ ” SEC Approves GAAP Approach in  F ilin g s  from L ife  Companies,” 
XtlS NflUorfl 1 U nderw riter. L ife & H ealth E d itio n . 77th y e a r , No. 3, 
(January 20, 1973), p . 1.
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Now th a t  th e  p o s itio n  o f  the  SKC concerning u sin g  GAAP fo r  l i f e  
insurance  re p o rtin g  purposes has been e s ta b l is h e d , enforcem ent power 
o f th e  SEC w i l l  be considered .
”In  order to  ca rry  out i t s  fu n c tio n s , th e  Commission
has th e  follow ing d i r e c t  power:
(1) I t  can prevent th e  d is t r ib u t io n  o f a se c u rity  being 
o ffe red  fo r  s a le .
(2) I t  can stop  th e  tra d in g  in  a s e c u r i ty .
(3) I t  can take  d is c ip l in a ry  a c tio n s  ( f in e s ,  suspension o f  
p r iv i le g e s ,  e t c . )  a g a in s t in d iv id u a ls  and o rg a n iz a tio n s .”*^
An example o f SEC in te rv e n tio n  in  th e  a f f a i r s  o f  l i f e  in surance  
companies can be noted in  th e  E quity  Funding case . In  t h i s  case th e  
SEC brought s u i t  in  fe d e ra l co u rt charging Equity Funding w ith  fraud 
and v io la t io n  of fe d e ra l s e c u r i t ie s  law s. Under th e  p ro v is io n  o f th e  
court o rder th e  SEC w i l l  oversee a complete accoun ting , have th e  power 
to  f i l e  s u i t s  on b e h a lf  o f  th e  company to  recover a s s e ts  i l l e g a l ly  
t r a n s fe r r e d ,  wasted or used and to  conserve e x is tin g  a s s e ts .^ *
In  conclusion  the  SEC p lays an im portant ro le  in  th e  de te rm ina tion  
o f accounting  and re p o rtin g  procedures used by stock l i f e  insu rance  
companies. The SECfs primary o b jec tiv e  i s  to  p ro te c t  th e  stockho lders 
and in su re  th a t  adequate d isc lo su re  o f a l l  re le v a n t in fo rm ation  has 
been p resen ted  by th e  re p o rtin g  company. Because o f th e  in c rease  in  
th e  number o f stock  l i f e  in surance  companies l i s t e d  on th e  n a tio n a l 
3tock exchanges and the  in c rease  in  th e  holding company method o f
I O
* H ello rson , o£>» c i t . .  p . 1215.
^ ”Equity Funding Fraud Charged in  SEC S u i t ,” The Wall S tre e t  
.Journal. (A pril U, 1973), p . /*.
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o rg a n isa tio n , more l i f e  insurance  companies a re  su b je c t to  th e  SEC 
re g u la tio n s .
T ra d it io n a lly  th e  method o f  re p o r tin g  perm itted  by th e  SEC was 
comparable to  th e  f in a n c ia l  s ta tem en ts included in  th e  NAIC Statem ent 
Blank. In  January , 1973, fo llow ing th e  adoption  o f  th e  A udits s£  Stock 
L ife  Insurance Companies by th e  AICPA, th e  SEC accepted  GAAP as  a b a s is  
fo r  l i f e  in su rance  f in a n c ia l  re p o r t in g . Although th e  o b je c tiv e s  o f  th e  
AICPA and th e  SEC a re  compatible, th e  SEC has no t always followed th e  
I n s t i tu te * s  p o s i t io n  in  e s ta b lis h in g  re p o r tin g  requ irem en ts . Treatment 
o f  th e  investm ent ta x  c re d i t  i s  an example o f  an a rea  where th e  AICPA 
and SEC allow ed c o n f l ic t in g  methods o f  re p o r t in g . The I n s t i tu t e  
m odified i t s  o r ig in a l  p o s i t io n , Opinion #2. and accepted  th e  SEC*s 
p o s it io n  reg a rd in g  re p o rtin g  th e  investm ent ta x  c re d i t  in  th e  f in a n c ia l  
s ta tem en ts . In  th e  case o f  l i f e  in su rance  re p o r t in g , the  SEC has 
s ta te d  i t s  in te n t  to  a llow  a p p lic a tio n  o f th e  a u d it  guide and as a 
r e s u l t  w i l l  perm it l i f e  insu rance  companies to  apply  g en era lly  accepted  
accounting  p r in c ip le s  in  re p o rtin g  to  stockho lders and th e  SEC.
O th e r  A re a s  f l l  F e d e r a l  R e g u la t io n
In  a d d itio n  to  th e  SEC, l i f e  insu rance  companies a re  su b je c t to  
o th er fe d e ra l re g u la to ry  b o d ies . The F edera l Trade Commission (FTC) 
has become involved  in  a 1969 case concerning American General and 
F id e li ty  & Deposit Company o f  Maryland. The qu estio n  invo lves 
insurance  m ergers and whether the  FTC or the  s ta te  commissioners have 
th e  power to  re g u la te  such m ergers. An i n i t i a l  p o s itio n  taken by an 
FTC examiner in d ic a te d  ” . . .  th a t  th e  conmission lacked a u th o r i ty  in
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th e  case because th e  McCarran -  Fergerson Act o f  1945 exempts the  
Insurance b u siness from fe d e ra l  re g u la tio n  to  th e  e x te n t th a t  i t ’ s 
reg u la ted  by s ta te  law .”^  The examiner fu r th e r  po in ted  ou t th a t  the  
merger had been approved by th e  in su rance  departm ents o f  Texas and 
Maryland, th e  s ta te s  in  which th e  two companies a re  based. The FTC
overru led  th e  examiner in  s ta t in g  th a t  ”th e  b u sin ess  o f  in su rance  fo r
which re g u la tio n  by a s ta te  may preempt fe d e ra l ju r is d ic t io n  doesn’t  
include  m ergers which may have a n a tio n a l Impact on co m p e titio n .”^
R egulation  o f v a r ia b le  l i f e  insurance i s  ano ther a rea  where th e re  
has been considerab le  con troversy  invo lv ing  fe d e ra l  o r s ta te  re g u la tio n . 
V ariable l i f e  in su rance  l in k s  th e  proceeds paid upon death o f th e  
insured  to  th e  market value o f  an investm ent p o r t f o l io .  Under th e  
term s o f  th e  p o lic y , th e  b e n e fic ia ry  would be guaranteed th e  face o f  
th e  p o lic y , but may rece iv e  an a d d it io n a l  amount depending upon stock  
market co n d itio n s a t  d a te  o f  death o f  th e  in su re d .
There have been a number o f  ru lin g s  on th e  re g u la tio n  o f  
v a ria b le  l i f e  in su ran ce . In  an A p ril, 1959 d e c is io n , th e  U. S . Supreme 
Court, in  th e  case o f  th e  SEC v s . V ariable Annuity L ife  Insurance
Company ru led  th a t  v a r ia b le  a n n u tie s  a re  s e c u r i t ie s  and th u s , a re
su b jec t to  SEC r e g u l a t i o n .^  A January 31, 1973, ru lin g  by th e  SFC
45”FTC R easserts  A n ti tru s t  Power in  Insurance Merger” , The Wall 
S tre e t  Jo u rn a l. (December 4 , 1972), p . 3.
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Mayerson, £j>. c i t . , p . 83, c i t in g  S e c u r i t ie s  and Exchange 
Commission v s . V ariable  Annuity L ife Insurance Company 359 U. S. 65 
(1959).
s ta te d  th a t  ” . . .  th e  sa le  o f v a r ia b le  l i f e  Insurance i s  su b je c t to  
fe d e ra l d isc lo su re  requ irem en ts , bu t l e f t  th e  re g u la tio n  o f sa le s  
charges to  s ta te  a g e n c ie s .”^
The consequence o f  SEC reg u la tio n  over v a r ia b le  l i f e  included  
th e  fo llow ing requ irem en ts: ( l )  both agen ts  and companies s e l l in g
v a ria b le  l i f e  in su rance  must r e g i s te r  w ith th e  SEC, (2) companies must 
d isc lo se  v a rio u s  f in a n c ia l  in fo rm ation , (3 ) companies must adhere to  
c e r ta in  r e s t r i c t io n s  on a d v e r t is in g  and s a le s  m a te r ia ls .  The SEC 
fu r th e r  ru led  to  exempt v a r ia b le  l i f e  in su rance  from p ro v is io n s  o f 
th e  Investm ent Company Act o f  1940.
In  a d d itio n  to  th e  FTC and SEC, th e  U. S. Congress has a lso
dem onstrated some in te r e s t  in  insurance re g u la tio n s . In  195S, the
Senate Ju d ic ia ry  A n ti tru s t  Subcommittee was appointed to  in v e s tig a te
th e  adequacy o f s ta te  in su rance  re g u la tio n . The committee in  i t s
re p o rt to  th e  Congress "charged th a t  th e  a d m in is tra tiv e  cap ac ity  o f
many in su rance  departm ents i s  inadequate and c o n tro l over many
49insurance  o p e ra tio n s  i s  la x  and in e f f e c t iv e ."
With some ex cep tio n s , Congress and th e  o th e r fe d e ra l agencies 
have conceded th e  re g u la tio n  o f l i f e  in su ran ce  to  th e  s t a t e s .
Although s ta te  re g u la tio n  d a te s  back to  th e  1860*s, i t  was th e  Armstrong 
In v e s tig a tio n  in  1906 th a t  re s u lte d  in  re v is io n  and improvement in
^®"Discl#sure Rules Apply to  V ariable L ife In su ran ce ,"  The Wall 
S tre e t  Jo u rn a l. (February 1, 1973), p . 2 .
49Mehr and O sie r, o£. c i t . . p . 703.
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s ta te  r e g u la tio n s . I t  can a ls o  be no ted , th a t  i t  was th e  1929 stock  
market crash and th e  abuses o f  f in a n c ia l  re p o r tin g  th a t  re s u l te d  in  
c re a tio n  o f  th e  SEC in  1934*
The s t a t e s ,  through th e  e f f o r t s  o f  th e  s ta te  in su rance  
commissioners and th e  NAIC, have done a c re d ita b le  job in  re g u la tin g  
l i f e  in surance  o p e ra tio n s . Continued r e s p o n s ib i l i ty  fo r  l i f e  
insurance  re g u la tio n  depends upon th e  adequacy o f  s t a te  re g u la tio n s  
to  p revent major scandals or frauds from being  p e rp e tra te d  by 
unscrupulous l i f e  in su rance  companies. Future re g u la tio n  by th e  
s ta te s  i s  su b je c t to  th e  w ishes o f Congress and in flu en ced  by the 
a c tu a l  performance o f  l i f e  in su rance  companies.
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CHAPTER II I
E x is tin g  Accounting Pr&StlSSfl 
The Accounting p ra c t ic e s  used by stock  l i f e  insu rance  companies 
d i f f e r s  considerab ly  from th e  methods used in  conventional accoun ting , 
toich o f  th e  m echanical d if fe re n c e s  o f reco rd in g  tra n s a c tio n s  and p re ­
paring  f in a n c ia l  sta tem en ts a re  caused by th e  l i f e  in su rance  technique 
o f c la s s ify in g  a s s e ts  in to  four c a te g o r ie s :  le d g e r , nonledger,
adm itted , and nonadm itted.
Mechanics Accounting Cycle 
A led g e r a s s e t  i s  an item  fo r  which an account i s  m aintained 
in  th e  g en era l le d g e r . Examples o f led g er a s s e ts  inc lude  cash , bonds, 
and accoun ts re c e iv a b le . The f a c t  th a t  an item  i s  considered  a s  a 
ledger a s s e t  simply in d ic a te s  th a t  i t  i s  su b je c t to  g en era l led g er 
c o n tro l. Under conven tional accoun ting , a l l  a s s e ts  a re  considered  as 
ledger a s s e ts ;  bu t in  l i f e  insu rance  accoun ting , only c e r ta in  a s s e ts  
a re  c la s s i f i e d  a s  led g er a s s e t s .
A nonledger a s s e t  i s  an item  th a t  does not appear in  th e  genera l 
ledger c h a rt o f  accoun ts . A c o n tr ib u tin g  fa c to r  to  th e  nonledger 
c la s s i f i c a t io n  i s  th e  f a c t  th a t  l i f e  in su rance  accounts a re  m aintained 
on th e  cash b a s is  r a th e r  than  the  a c c ru a l b a s is .  Investm ent income i s  
recorded in  th e  ledger when i t  i s  rec e iv e d , which may not co incide 
w ith th e  period  in  which th e  revenue was earned . In order to  p resen t
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th e  f in a n c ia l  sta tem en ts on th e  a c c ru a l b a s i s ,  c e r ta in  ad justm ents a re  
made which a re  not recorded in  th e  genera l led g er accounts* These 
ad justm ents a re  recognized a s  nonledger item s.
In  conventional acco u n tin g , a l l  ad justm ents a re  recorded in  the  
jo u rn a l and posted  to  th e  le d g e r . The a d ju s te d  t r i a l  balance re p o r ts  
th e  amounts th a t  w i l l  appear in  th e  f in a n c ia l  sta tem en ts a s  w e ll as 
th e  f in a l  ba lance  o f  a l l  g en e ra l led g er accoun ts .
The term  adm itted  a s s e t  means th a t  th e  S ta te  Insurance 
Commissioner w i l l  accep t v a lu a tio n  o f  an a s s e t  a t  a p a r t ic u la r  amount 
fo r  f in a n c ia l  sta tem ent pu rposes. An example o f  adm itted  a s s e ts  i s  
r e f le c te d  in  th e  re p o r tin g  o f common stock  a t  m arket v a lu e . The cost 
o f  common stock  i s  considered a s  a ledger item . However, th e  adm itted  
value o f  common stock  i s  th e  amount which th e  company can re p o r t in  th e  
f in a n c ia l  s ta tem en ts .
Nonadmitted a s s e ts  a re  th o se  amounts which th e  S ta te  Insurance 
Commissioner w i l l  not a llow  to  be rep o rted  in  th e  f in a n c ia l  s ta tem en ts . 
C erta in  item s such as fu rn i tu re  and equipment, a g e n ts1 d e b it b a lan ces, 
and o th e r c la s se s  o f  re c e iv a b le s  a re  considered nonadm itted a s s e t s .
This c la s s i f i c a t io n  r e s u l t s  from th e  a u th o r ity  o f  th e  S ta te  Insurance 
Commissioner to  re g u la te  th e  item s repo rted  in  th e  f in a n c ia l  s ta tem ents 
o f stock  l i f e  insurance companies. The in te n t  o f  th e  re g u la tio n  i s  to  
promote solvency on b e h a lf  o f  th e  insurance  company and to  p ro te c t th e  
f in a n c ia l  in te r e s t  o f  th e  in su re d .
In  conventional accoun ting , th e re  a re  no comparable c l a s s i f i ­
c a tio n s  to  th e  adm itted  and nonaJm itted c a te g o rie s  used by l i f e
Insurance companies* In  f in a n c ia l  accoun ting , the  balance o f  the  
accounts a f t e r  a l l  end o f  th e  period  ad justm en ts have been recorded 
a re  th e  amounts r e f le c te d  in  th e  f in a n c ia l  s ta tem en ts .
The accounting equations used in  l i f e  in su rance  accounting  a re  
s im ila r  to  conventional accounting  and can be summarized in  s ix  
form ulas.
At th e  beginning o f  th e  y ear only r e a l  accounts have ba lances. 
The follow ing equation  can be w r i t te n  fo r  th e  beginning o f  th e  y e a r: 
A ssets = L ia b i l i t i e s  + C a p ita l + Surplus ( l )
The tra n s a c tio n s  th a t  occur during  th e  y ear a re  recorded on a
cash b a s is .  The e n tr ie s  a re  recorded f i r s t  in  th e  Jou rna l and then
posted to  th e  ledger accoun ts . The tra n s a c tio n s  recorded during the
year e f f e c t  both r e a l  and nominal accounts ( id e n t i f ie d  in  equation
#2 a s  in c re ase  and d e c rea se ) . As o f  th e  end o f  th e  y e a r , th e  accounts
take  th e  form:
A ssets = L i a b i l i t i e s + C a p ita l + Surplus + Increase  -
Decrease (2)
A fter th e  led g er account ba lances have been computed, the  non­
ledger item s a re  determ ined. The nonledger item s may appear in  th e  
accounts o r may be p laced  d i r e c t ly  in  th e  NAIC Statem ent Blank. The 
e f f e c t  o f  record ing  th e  nonledger item s i s  re f le c te d  in  th e  fo llow ing 
eq u a tio n :
A A ssets -  A L ia b i l i t i e s  -  A Increase  + A Decrease z  0 (3 )
A fter g iv ing  e f f e c t  to  th e  nonledger item s, equation  fi2 can be 
updated and re w ritte n  as fo llow s:
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A ssets = L ia b i l i t i e s  + C a p ita l+  Surplus + Revenue -
Expense -  Dividends + Other Item s ( k )
The next s te p  in  th e  accounting  p rocess i s  to  c lo se  nominal 
accounts (revenue and expenses)* The equation  tak e s  th e  follow ing 
form:
^Surplus r  Revenue -  Expense -  Dividends + Other
Item s (5)
The f in a l  equation  r e f le c t in g  th e  re la t io n s h ip  a s  o f  th e  end 
o f  th e  period  can be w r itte n  as fo llow s:
A ssets = L ia b i l i t i e s  + C ap ita l + Surplus (6)
The f in a l  equation  re p re se n ts  th e  balances in  r e a l  accounts as o f the  
end o f th e  period  and completes th e  accounting  cycle fo r  th e  cu rren t 
p e rio d . The year end balances a re  then  recorded a s  th e  beginning 
tjalAncss fo r  th e  next p e rio d .
L ife  insurance accounting  and t r a d i t io n a l  f in a n c ia l  accounting 
have d if fe re n c e s  in  mechanics as w e ll a s d iffe re n c e s  in  the  trea tm en t 
a ffo rded  c e r ta in  item s. Conventional accounting  does not use th e  l i f e  
insurance c la s s i f ic a t io n s  o f le d g e r , nonledger, adm itted , and 
nonadm itted item s. However, an understand ing  o f  th e  mechanics o f 
l i f e  in su rance  accounting i s  not beyond th e  grasp  o f a q u a lif ie d  
accoun tan t.
D ifferences in  th e  trea tm en t a ffo rded  c e r ta in  item s by l i f e  
insu rance  accounting , as compared to  conventional accoun ting , a re  
more d i f f i c u l t  fo r a f in a n c ia l  accountant to  understand  and re c o n c ile . 
Some o f  th e  ma.ior d iffe re n c e s  include  the  follow ing a re a s : accounting
fo r investm en ts, reco g n itio n  o f  revenue and expense, de fe rred  fed e ra l
5 6
Income ta x e s , and nonadmitted a sse ts*  Each o f  th e  d if fe re n c e s  l i s t e d  
w i l l  be examined to  determ ine the  e x is t in g  methods used in  accounting 
fo r  stock  l i f e  in su rance  companies.
Accounting £ s L  Investm ents 
The a s s e t  se c tio n  o f  th e  Balance Sheet in c lu d es  bonds, s to ck s , 
m ortgages, r e a l  e s ta te  and o th er p ro p e rty , and o th e r a s s e t s .  A 
d is t r ib u t io n  o f  a s s e ts  o f U. S . l i f e  insurance  companies fo r  year 
ended 1970 i s  p resen ted  below:
Corporate S e c u r i t ie s
Bonds...........................................35*3^
S t o c k s . . . . . ..............................  7 ,L
T o ta l....................  A2.7*
Government S e c u r i t ie s ....................  5*3
M ortgages.................................    35*9
Real E s ta te ..................................  3*0
P olicy  Loans...........................    7 .8
M iscellaneous A sse ts ......................  5.3
T o ta l A sse ts ............... ............
As in d ic a te d  by th e  s t a t i s t i c s  quoted above, th e  category of 
co rpora te  s e c u r i t ie s  rep re se n t approxim ately fo r ty - th re e  per cent o f 
th e  t o t a l  a s s e ts  rep o rted  by l i f e  insu rance  companies fo r  1970. The 
category c o n s is t o f bonds, p re fe rre d  stocks and common s to c k s . The 
accounting  problems to  be considered fo r th ese  th re e  types o f in v e s t­
ments inc lude  v a lu a tio n  and dete rm ina tion  o f mandatory s e c u r i t ie s  
v a lu a tio n  re s e rv e s .
^ " In stitu te  o f Life Insurance , L ife Insurance Fact Book 1971 
(New York: I n s t i tu t e  o f  L ife In su rance , 1971), p . 67 .
57
VftlmHgp
Bonds a re  rep o rted  a t  am ortized v a lu e , p re fe rre d  stocks a t  cost 
and coxanon stocks a t  market v a lu e . The b a s ic  premise in  v a lu a tio n  o f 
s e c u r i t ie s  i s  to  use a method which prov ides th e  g re a te s t  degree o f  
s t a b i l i t y  to  th e  f in a n c ia l  s ta tem en ts . Bonds and p re fe rre d  stocks a re  
purchased to  o b ta in  a s p e c if ic  ra te  o f  re tu rn  w hile common stocks a re  
purchased fo r d ividend income as w e ll a s c a p i ta l  a p p re c ia tio n .
Corporate Bonds
Bonds a re  purchased fo r th e  purpose o f o b ta in in g  a sp e c ified  
r a te  o f re tu rn  on a c e r ta in  investm ent over a given period  o f  tim e. 
Normally, bonds a re  purchased to  be held  to  m atu rity  a t  which tim e the  
face amount o f  th e  bond i s  received  by th e  insurance  company. Corporate 
bonds a re  sub.iect to  money r i s k s  (d ec lin e  in  value a s  market r a te  o f 
in te r e s t  in c re a se s )  and lo s s  o f  value due to  th e  p o s s ib i l i ty  o f d e fa u l t .
Bonds may be purchased a t  a premium or a d isc o u n t. I f  th e  bond 
i s  purchased a t  an amount le s s  than  th e  face v a lu e , i t  i s  considered 
to  be purchased a t  a d isc o u n t. A bond purchased a t  a premium invo lves 
a purchase p r ic e  in  excess o f  the  face value o f  th e  bond. E xistence 
o f  a premium or d iscoun t r e s u l ts  from a d iffe re n c e  between th e  coupon 
r a te  o f  in te r e s t  and th e  market y ie ld  r a te  o f  i n t e r e s t .  I f  the  coupon 
r a te  i s  h igher th an  th e  market y ie ld  r a te  th e  bond w i l l  be purchased 
a t  a premium, i f  th e  coupon r a te  i s  low er, the  bond w i l l  be purchased 
a t  a d isco u n t.
58
The fo llow ing a re a s  w i l l  be d iscussed  in  connection w ith  in ­
vestm ents in  bonds: acqu isition , r e c e ip t  o f  i n t e r e s t ,  am o rtiza tio n  o f
premium or d isc o u n t, year and a c c ru a ls  and re p o r tin g  bonds in  the  
f in a n c ia l  s ta tem en ts .
Upon purchase o f  a bond, th e  bond account i s  deb ited  to  r e f l e c t  
the  cost o f  th e  bond p lu s  brokerage fee s  and o th e r  in c id e n t ia l  c o s ts . 
Premium or d iscoun t i s  not fo rm ally  recognized a s  th e  cost and no t th e  
face value o f  th e  bond i s  recorded in  th e  accoun t. I f  th e  bond i s  
purchased between in te r e s t  payment d a te s , accrued in te r e s t  i s  
recognized and accounted fo r in  a sep ara te  accoun t. I n te r e s t  received  
during  th e  l i f e  o f  th e  bond i s  recorded as an in c rease  in  cash and an 
in c rease  in  g ross investm ent income. Most bonds pay in te r e s t  on a 
semiannual b a s is .
A m ortization o f premium or d iscoun t i s  computed in  o rder to  
r e f l e c t  a co n stan t r a te  o f  re tu rn  on th e  investm ent over i t s  e n t i r e  
l i f e .  This method o f am o rtiza tio n  i s  re fe r re d  to  as th e  s c i e n t i f i c  
method as opposed to  th e  s t r a ig h t  l in e  method which would am ortize 
equal amounts over the  l i f e  o f  th e  investm ent.
Assume on 4-1-19A th e  company purchased a $1,000 face value bond, 
s ix  y ear l i f e ,  i n te r e s t  a t  f iv e  per cent per y ear payable on 4-1  and 
10-1. The bond was purchased a t  a p r ic e  to  y ie ld  a s ix  per cent r a te  
o f r e tu rn . Since th e  coupon r a te  i s  l e s s  than th e  y ie ld  r a t e ,  the  
bond would be purchased a t  a d isc o u n t. The a c tu a l  p r ic e  paid  fo r th e  bond 
(assuming no brokerage or in c id e n t ia l  fees) would be compated as 
fo llow s:
v = MX ^  1 -̂ n + I  X a n i
V = $1,000 X - ( ^ 0 3 7 + $25 X a 12 .03
V = $1,000 X .701380+ $25 X 9.954004
V = $701.38+ $248.85
V = $950.23
I f  th e  bond was purchased on 4- l~19A, th e  investm ent in  bonds 
account would be deb ited  fo r $950.23 and cash c re d ite d  fo r  the  same 
amount. On 10-1-19A th e  company would rece iv e  th e  f i r s t  semiannual
in te r e s t  payment o f  $25. On 12-31-19A i t  would be necessary  to
recognize th e  am o rtiza tio n  o f  the  d isco u n t and th e  y ear and a cc ru a l o f 
in te r e s t  earned bu t not received  in  19A.
The a d ju s tin g  jo u rn a l en try  made by th e  l i f e  in su rance  company 
a t  th e  end o f th e  f i s c a l  period  would inc lude  the  in t e r e s t  and accu ra l 
o f  th e  d isco u n t. The a d ju s tin g  jo u rn a l e n try  to  be recorded fo r year 
ended 19A would be:
Bonds.............................................................  $5*32
Gross Investm ent Income.............  $5*32
The amounts to  be rep o rted  by a d ju s tin g  e n try  a t  th e  end o f  succeeding
y ea rs  a re  r e f le c te d  in  Table I .
The amount to  be repo rted  in  th e  f in a n c ia l  s ta tem en ts fo r in v e s t­
ments in  bonds i s  th e  book value or more o ften  c a lle d  ’’am ortized value” 
a t  year end. For th e  example c i te d ,  th e  follow ing amounts would be 
rep o rte d : 19A, $955.55; 19^ $962.99; 19C, $970.88; 19D, $979.26; 19F,
$988.14; and 19F, $997*57. On 4_1~19G, $1,000, th e  face value o f the  
bond, w i l l  be received  by th e  in su rance  company.
TABLE I 
BOND ACQUIRED AT DISCOUNT 
FACE - $1,000 - SEMIANNUAL COUPON - $25.00 (COUPON PATE 5° 
PURCHASED TC YIELD- 6%
3 Months
Periods 3i 3 i In te r e s t Annual
to P.Y. of P.v. o f P.V. Of P.v. of P.V. c f .005 Per Month Accrued Book A ccrual o f
Coupon Date M aturity $1 Annuity o f $1 Face In te r e s t Bond (.0 1 5 ) In te r e s t Value Discount
4-1-19A (Purchase) 12 .701380 9.954004 $701.38 $248.85 $950.23
10-1-19A 11 .722421 9.252624 722.42 231.32 953.74 $14.31 $12.50 $955.55 $5.32 -  19A
L-1-19B 10 .744094 8.530203 744.09 213.25 957.34
10-1-19B 9 .766417 7.786109 766.42 194.65 961.07 14.42 12.50 962.99 7 .44  -  19B
4-1-19C 8 .789409 7.019692 789.41 175.49 964.90
10-1-19C 7 .813092 6.230283 813.09 155.76 968.85 14.53 12.50 970.88 7 .8 9  -  19C
4-1-19D 6 .837484 5.417191 837.48 135.43 972.91
10-1-19D 5 .862609 4.579707 862.61 114.49 977.10 14.66 12.50 979.26 8 .38  -  19D
4-1-19E 4 .888487 3.717098 888 .49 92.93 981.42
10-1-19E 3 .915142 2.828611 915.14 70.71 985.85 14.79 12.50 988.14 8 .36  -  19E
L-1-19F 2 .942596 1.913470 942.60 47 .64 990.44
10-1-19F 1 .970874 .970874 970.87 24.27 995.14 14.93 12.50 997.57 9 .4 3  -  19F
4-1-19G (M aturity) 0 1.000000 - 0 - 1000.00 1000.00 2 .4 3  -  19G
&
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Normally bonds ar» r e p o r t e d  a t  a m o r t i z e d  v a lu e  in t h e  . f i n a n c i a l
s t a t e m e n t s  b u t  under  c e r t a i n  c o n d i t i o n s  a bond may be r e p o r t e d  a t  an
amount l e s s  t h a n  a m o r t i z e d  v a l u e .  I f  t h e  i s s u i n g  company i s  u n a b le  t o
comply w i th  t h e  t e rm s  o f  t h e  bond i n d e n t u r e  and t h e  bond i s  i n  d e f a u l t
a s  t o  p r i n c i p a l  o r  i n t e r e s t ,  t h e  bond w i l l  n o t  be i n c l u d e d  a t  a m o r t i z e d
v a l u e .  Under t h e s e  c o n d i t i o n s ,  t h e  amount t h a t  t h e  bond w i l l  be
r e p o r t e d  i n  t h e  f i n a n c i a l  s t a t e m e n t s  i s  t h e  a r b i t r a r y  v a lu e  a s s i g n e d  by
t h e  Committee on V a l u a t i o n  o f  S e c u r i t i e s  o f  t h e  NAIC which i s  r e f e r r e d
2
t o  a s  t h e  A s s o c i a t i o n  V alue .
Come i n s u r a n c e  companies d i s c l o s e  t h e  marke t  v a lu e  o f  bonds  i n  
a p a r e n t h e t i c a l  comment i n c lu d e d  i n  t h e  f i n a n c i a l  s t a t e m e n t s .  In  a 
su rv ey  o f  125 s t o c k  l i f e  i n s u r a n c e  companies ,  f o r  y e a r  ended 1970, kk 
o e r  c en t  o f  th e  companies s t a t e d  t h a t  bonds were v a lu ed  on t h e  b a s i s  
o f  a m o r t i z e d  c o s t .  An a d d i t i o n a l  A3 p e r  c e n t  a l s o  s t a t e d  t h a t  bonds  
were v a lu e d  a t  am or t i  zed c o s t  and d i s c l o s e d  t h e  marke t  v a lu e  o f  t h e  
I 'onds.
P r e f e r r e d  a n d  Coiiumn. Clock
Thu a b s o l u t e  amount o f  p r e f e r r e d  s t o c k  owned by l i f e  i n s u r a n c e  
comnanies has  in c r e a s e d  over  t h e  n a s t  t w e n t y - f i v e  y e a r s .  As o f
^ i la ro ld  C. F r a i n e ,  V a l u a t i o n  sL C e c u r l t i e s  Ho ld ings  o f  L i f e  
In s u r a n c e  Companies (Uomcwood: R icha rd  D. I r w i n ,  I n c . ,  1962 ) ,  pp.
1 6 -1 7 .
3
C rn s t  & T r u s t ,  I n s u r a n c e  F i n a n c i a l  R ep o r t in g  Trends  1971 
( Trust. 7 T r u s t ,  1 ^ 7 1 ) ,  p.  29.
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December 31, 1970, t o t a l  p re fe rre d  stock  was rep o rted  a t  $ 3 ,r>/»5,000,000 
which re p re se n ts  1 .7  per cent o f  t o t a l  a s s e ts  rep o rte d  by l i f e  
insu rance  companies.^* Although p re fe rre d  stock  does no t rep re sen t a 
s ig n if ic a n t  percentage o f  t o t a l  a s s e t s ,  the  accounting  problems 
in c id e n ta l  to  a c q u is i t io n , holding and re p o rtin g  w i l l  be considered 
b r i e f ly .
Upon a c q u is i t io n  o f  p re fe rre d  s tock , th e  investm ent in  p re fe rre d  
stock  account i s  deb ited  fo r  th e  t o t a l  cost o f th e  p re fe rre d  sto ck . I f  
th e  stock  i s  purchased between th e  date  o f d ividend d e c la ra tio n  and 
th e  date  o f  rec o rd , th e  amount o f  the  dividend i s  recorded in  a 
sep ara te  accoun t.
Dividends on p re fe rred  stock  a re  recorded when they  a re  received  
and re p re se n t a su rp lu s  in c re a se  in  the  accounts (see equation #2).
I f  th e  accounting  period  ends between the  date  o f  reco rd  and the  date  
o f payment, th e  dividend i s  recognized by an a d ju s tin g  jo u rn a l e n try .
P re fe rred  stocks in  good stand ing  a re  va lued , fo r  purposes o f 
f in a n c ia l  statem ent p re s e n ta tio n , a t  c o s t. P re fe rre d  stocks not in  
good stand ing  a re  rep o rted  a t  A ssocia tion  Value. In  o rder to  be 
c la s s i f ie d  in  good stand ing  p re fe rre d  stocks must meet th e  follow ing 
requ irem ents: ( l )  i f  cum ulative, no d ividends in  a r r e a r s ;  (2) i f
noncum ulative, f u l l  d iv idends must have been paid fo r th e  p ast th ree  
y e a rs ; (3) a f t e r  ta x  earn ings o f  the  is su in g  company must be a t  le a s t
^ I n s t i tu te  o f  L ife  In su rance , oj>. c i t . .  n . 77.
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e n tr ie s  used to  account fo r  p re fe rre d  stock# The major d iffe re n c e s  
between accounting fo r p re fe rre d  and common stock  i s  the  b a s is  o f 
v a lu a tio n  used in  re p o r tin g  th e  re sp e c tiv e  amounts in  th e  f in a n c ia l  
s ta tem en ts . P re fe rred  stocks a re  s ta te d  a t  co st but common stocks a re  
repo rted  a t  market v a lu e .
Assume th a t  on January 2 , 19A, a l i f e  insu rance  company purchased 
100 shares o f  common stock  fo r a t o t a l  c o s t, in c lu d in g  brokerage, o f 
$2,800. The stock  account in  the  g en era l ledger would be increased  by 
$2,800, cash would be decreased by th e  same amount.
Assume th a t  the  common stock  market value per share a t  th e  end 
o f th e  year fo r  th e  c u rren t year and th e  next th re e  y e a rs  was as 
fo llow s: 19A, $30; 19B, $25; 19C, $28; 19D, $3^*. In co rp o ra tin g  the
o r ig in a l  tra n s a c tio n  and th e  a d d it io n a l  year end d a ta , th e  follow ing 
amounts would be re p o rte d :
TABLE I I
R eporting o f Common Stock -  
E ffe c t o f  Market Value a t  
Year End
Year Book Nonledger Nonadmitted Admitted
End Value Amount Amount Amount
19A $2,800 $200 $ - 0 - $3,000
19B 2,800 -0 — 300 2,500
19C 2,800 - 0 - -0 - 2,800
19D 2,800 600 - 0 - 3,^00
The amount repo rted  in  th e  Balance Sheet as o f  the  end o f the  year i s  
the  adm itted amount shown in  Table I I .
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The nonledger and nonadmitted amounts repo rtod  in  Table I I  w il l  
u ltim a te ly  be included  in  unaesigned su rp lu s  fo r  th e  a p p ro p ria te  y e a r . 
Nonledger amounts w i l l  have th e  e f f e c t  o f  c a p i ta l  ga ins and nonadmitted 
amounts a re  t r e a te d  as c a p i ta l  lo s s e s .  The fo llow ing  amounts would be 
repo rted  as a r e s u l t  o f  th e  data  r e f le c te d  in  Table I I :
19A C a p ita l....Gain................................  $200
198 C a p ita l....Loss................................  500
19C C a p ita l Gain................................  300
19D C a p ita l... Gain................................  600
A b e t te r  understand ing  o f common stock  tra n s a c tio n s  i s  fa c ilita te d  
by th e  NAIC Statem ent Blank. Supporting e x h ib its  and schedules included 
in  th e  NAIC Statem ent Blank provide a c ro ss  re fe ren c e  to  th e  amounts 
rep o rted  in  th e  f in a n c ia l  s ta tem en ts . The y e a r ly  amount would appear 
in  Column 5, Line 2 which re p o r ts  n e t gain  o r lo s s  from change in  
d iffe re n c e  between book and adm itted v a lu e s . E x h ib it 4 , C ap ita l Gains 
and Losses on Investm en ts, a ls o  include* c a p i ta l  ga ins and lo sse s  
r e s u l t in g  from sa le  o r m a tu rity  o f  investm en ts .
T o ta l c a p i ta l  ga ins and lo sse s  computed in  E xh ib it 4 a re  
t ra n s fe r re d  d i r e c t ly  to  th e  su rp lu s  account and a re  included  in  
unassigned su rp lu s  a t  th e  end o f the  y e a r .
V e r if ic a tio n  o f  the  book value (led g er v a lu e) o f  common sto ck s , 
p re fe rred  stocks and bonds repo rted  a t  year end i s  provided by Schedule 
D -  V e r if ic a tio n  Between Years o f the  NAIC Statem ent Blank. This 
schedule r e f l e c t s  th e  follow ing d a ta :
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Schedule D -  V e r if ic a tio n  Between Years
Book value o f  bonds and stocks a t  beginning o f  y e a r ............   $XX
PLUS:
Cost o f  bonds and stocks a c q u ire d ........................................  XX
In crease  in  book value -  Bonds...............................................  XX
In crease  in  book value -  P re fe rred  S tocks........................  XX
Increase  in  book value -  Common S tocks..............................  XX
P ro f i t  on sa le  o f  bonds and s to c k s ...........................   XX
T o ta l $XX
LESS:
C onsideration  received  ft’om bonds and stocks s o l d . . . .  $XX
Decrease in  book value -  Bonds................................................ XX
Decrease in  book value -  P re fe rre d  S tocks........................  XX
Decrease in  book value -  Common S tocks...............................  XX
Loss on sa le  o f bonds and s t o c k s . . . . ...................................  XX
T o ta l SXX
Book value o f  bonds and stocks a t  end o f y e a r .............  ................ m
Source: Annual Statem ent fo r th e  Year Ended December 31. 1972. L ife
SQd A ccident find H ealth Companies—A sso c ia tio n  EflJ-Upn, 1 2 7 2 , 
L ouisiana (Baton Rouge: Commissioner o f Insurance  o f the
S ta te  o f  L ouisiana, 1972), p . 29.
The book value o f  bonds (am ortized va lue) and p re fe rre d  stocks 
(c o s t)  a re  rep o rted  in  th e  Balance S hee t. The book value o f common 
stocks a re  a d ju s te d  u sin g  th e  fo llow ing formula to  d e riv e  th e  amount 
rep o rte d  in  th e  Balance Sheet: Book value + Nonledger amount -
Nonadmitted amount = Net adm itted  a s s e t .  A pplica tion  o f  t h i s  formula 
has the  e f f e c t  o f  re p o rtin g  common stocks a t  market v a lu e .
Mandatory S e c u r i t ie s  V aluation Reserve
The mandatory s e c u r i t ie s  v a lu a tio n  rese rv e  (MSVR) i s  designed 
to  absorb c a p i ta l  lo sse s  su sta ined  by th e  s e c u r i t ie s  in  the  investm ent
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p o r tfo lio  and to  a llow  use o f  s ta b i l iz e d  va lues r a th e r  than  market 
va lues fo r re p o r tin g  bonds and p re fe rre d  s to c k s . The MSVS account i s  
in tended to  a c t  a s  a b u ffe r  to  p ro te c t  th e  su rp lu s  account from
g
abrup t f lu c tu a t io n s  th a t  may occur in  th e  p o r t f o l io .
The y ear end balance o f  the  MSVR i s  rep o rte d  in  the  l i a b i l i t y  
se c tio n  o f  th e  Balance S hee t, g en e ra lly  as th e  l a s t  l in e  item . The 
annual in c re ase  or decrease  in  the  MSVR i s  r e f le c te d  as p a r t  o f the  
su rp lu s  r e c o n c i l ia t io n .
The MSVR was f i r s t  repo rted  in  l i f e  insu rance  f in a n c ia l  s t a te ­
ments fo r  th e  year ended December 31, 1951* A ctual computation o f  th e  
annual a d d it io n , as w e ll as th e  maximum b a lance , was no t com plicated 
and co n sis ted  o f  th e  fo llow ing item s:
ITEM // DESCRIPTION
1 one tw e n tie th  o f  1 per cent o f  am ortizab le
bonds
2 1 per cent o f a l l  o th er bonds, p re fe rre d
stocks and conmon stocks
3 p lu s -  re a l iz e d  and u n rea liz ed  n e t c a p i ta l
gains
A le s s  -  50 per cent o f c a p i ta l  lo s s e s .
The maximum balance o f th e  MSVR was lim ite d  to  1 per cent o f item  //I p lu s
9
20 per cent o f item  f f2.
J o s e p h  Noback, ojd. c i t . . p . 105 .
^Harold r.. Rrane, o£. c i t . . p . 13 .
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The method o f  computing th e  MSVR was rev ised  by the  Conmittee on
V aluation  o f S e c u r i t ie s  o f  th e  NAIC beginning w ith th e  December 31,
1965 annual s ta tem en t. The MSVR balance as o f December 31, 1964 was
p laced  in  a Temporary Excess Reserve Component and a llo c a te d  as ( l )
Bond and P re fe rre d  Stock Reserve Component and (2) Common Stock Reserve 
1°Component •
The c u rre n t methods used to  compute th e  annual a d d itio n  to  the  
MSVR and th e  maximum value o f  the  MSVR a re  dem onstrated in  Tables I I I  
and IV. The a c tu a l  computation i s  more complex than  i s  in d ic a te d  by 
th e  ta b le s .
Component I  o f th e  MSVR com putations inc ludes bonds and p re fe rred  
s to c k s . The annual a d d itio n  to  t h i s  component i s  i n i t i a l l y  computed 
in  Table I I I .  The mandatory a d d itio n  fo r  Component I  c o n s is t o f :
( l )  th e  amount determ ined in  Table I I I ;  and (2) the  excess o f net 
re a liz e d  and u n rea liz ed  gains le s s  fe d e ra l  income tax es  on c a p i ta l  
g a in s . Two vo lun tary  a d d itio n s  to  Component I  MSVR may be made during 
th e  y ear computed a s  fo llo w s: ( l )  an amount th a t  cannot exceed two
tim es th e  amount computed in  Table I I I ;  and (2) ary ne t gain th a t  can­
no t be c re d ite d  to  Component I I  because i t  has reached th e  maximum.
^ A . M. Best Company, Best *s Insurance Reports L ife-H ealth  
1971 (Morristown: A. M. Best Company, I n c . ,  1971), p. x .
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TABLE I I I
Annual A ddition to  Mandatory 
S e c u r i t ie s  V aluation  Reserve
Type o f  S ecu rity
I .  Bond and P re fe rred  Stock Reserve Component
This component inc ludes a l l  bonds (except those 
o f  the  United S ta te s  o f  America) a l l  p re fe rred  
s to ck s , and shares o f fe d e ra lly  in su red  savings 
and loan and b u ild in g  and loan  asso c ia tio n s*
A. Corporate bonds (o th e r than  o i l  and gas
production  loans)
1 . Bonds th a t  pass Test No# l*************
2 . Bonds th a t  f a i l  to  pass T est No. 1, but 
pass T est No. 2 .................................................
3 . Bonds th a t  f a i l  Test No. 2 . . . . . ................
B. O il and gas production  loans
1. Loans th a t  meet th e  requirem ents se t 
down in  S ection  2(C ), in c lu d in g  the  
necessary  en g in ee rs1 and g eo lo g ica l 
t e s t s  regard ing  th e  presence o f  o i l ,  
g as, or condensate in  grotind to  secure 
th e  l o a n . . . . . . . ........... .................. ..
2 . Loans th a t  f a i l  to  meet S ection  2(C) 
requ irem en ts............................................... ..
C. Bonds (o th er than  corpora te  bonds)
1 . Bonds th a t  meet th e  requirem ents o f 
Section  2 (D)........................................................
2 . Bonds th a t  f a i l  to  meet th e  requirem ents 
o f S ection  2(D )............. ...................................
D. P re ferred  stocks
1. Stocks ir. good stand ing  (S ection  3 ) . . .«
2 . Stocks not in  good stand ing  (S ection  3)
E. Shares o f  fe d e ra lly  insured  savings and
loan a s s o c ia t io n s ............................................... ..
I I .  Common Stock Reserve Component
This component in c lu d es a l l  common s tock , 
w a rran ts , and op tions o th e r than  shares o f 
fe d e ra lly  insured  savings and loan  and 'u ild in g  
and loan a s s o c i a t i o n s . . . . ............... ...........................
R atio  Applied 
To
A ssociation  













TABLE I I I  -  co n tin u e d
Annual A ddition to  Mandatory
S e c u r i t ie s  V aluation Reserve
Source: Joseph C. Noback, L ife  Insurance Accounting A Study o f  the
F in an cia l S tatem ents o f  L ife  Insurance Companies in  the  
United S ta te s  and Canada (Homewood: Richard D. Irw in , I n c . ,
196917 P* 107.
Component I I  o f th e  MSVR computation invo lves common stock . 
Mandatory in c rease  in  Component I I  c o n s is t o f  ( l )  th e  amount determ ined 
in  Table I I I ;  and (2) th e  excess o f ne t re a liz e d  and u n rea liz ed  c a p i ta l  
ga ins le s s  fe d e ra l income tax e s  on th e  re a liz e d  g a in s . Two vo lun tary  
a d d itio n s  to  Component I I  o f  th e  MSVR may be made during th e  y ear:
( l )  an amount th a t  cannot exceed 2 per cent o f  th e  aggregate statem ent 
value o f  common stocks; and (2 ) the  p o rtio n  o f c a p i ta l  ga ins th a t  can­
not be c re d ite d  to  Component I  since i t  has reached th e  maximum.
The MSVR i s  reduced i f  the  company in c u rrs  a Component I  or a 
Component I I  ne t lo s s .  Component I I I ,  see Table IV, w il l  be charged 
fo r Component I  and I I  net lo sse s  u n t i l  Component I I I  i s  exhausted .
A fter Component I I I  i s  e lim in a ted , bond and p re fe rre d  stock lo s se s  w il l  
be charged to  Component I  and common stock lo sse s  w i l l  be charged to  
Component I I .
TABLE IV
Maximum Valuo o f Mandatory 
S e c u r i t ie s  V aluation Reserve
Percentage Applied 
To A ssociation  
 Value______
I .  Bond and P re ferred  Stock Reserve Component
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TABLE IV -  co n tin u e d
Maximum Value o f Mandatory 
S e c u r i t ie s  V aluation Reserve
Percentage Applied 
To A ssocia tion  
______ Value________
A. Corporate bonds (o th e r than  o i l  and gas
production loans)
1. Bonds th a t  pass Test No. 1 ...................  2
2. Bonds th a t  f a i l  to  pass Test No. 1,
but pass T est No. 2 .....................    10
3. Bonds th a t  f a i l  T est No. 2 ...................  20
B. O il and gas production  loans
1 . Loans th a t  meet S ection  2(C) re ­
qu irem ents   2
2 . Loans th a t  f a i l  to  meet Section
2(C) requ irem en ts..................... 20
C. Bonds (o th er than  corporate  bonds)
1. Bonds th a t  meet requirem ents o f
S ec tion  2(D )...............................................  2
2 . Bonds th a t  f a i l  to  meet the  re ­
quirem ents o f  S ection  2(D ).. 20
D. P re ferred  stocks
1 . Stocks in  good standing  (S ection  3) 5
2 . Stocks not in  good standing
(Section  3 ) .................................  20
E. Shares o f  fe d e ra lly  insured  savings
and loan and b u ild in g  and loan
a s s o c ia t io n s ..........................................    2
I I .  Common Stock Reserve Component
A ll common stock , w arran ts , and o p t io n s . . . .  33-1/3
I I I .  Temporary Excess Reserve Component
This component was c rea ted  on December 31,
1965. Each company was allowed to  assign  
a p o rtio n  o f i t s  196A reserve  to  i t .  At 
th e  end o f any y e a r, t h i s  component cannot 
exceed the amount included in  t h i s  com­
ponent a t  th e  end o f the  preceding y ear.
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TABLE IV -  continued
Maximum Value o f Mandatory 
S e c u ti t ie s  V aluation  Reserve
Source: Joseph C. Noback, L ife Insurance Accounting §. fttydy q!  & £
F in an c ia l S tatem ents q T L ife  Insurance CflflffiflnAaa i n  
United S ta te s  and Canada (Homewood: Richard D. Irw in , I n c . ,
1969)7 P* 1°6.
The MSVR plays an im portant ro le  in  p ro te c tin g  th e  su rp lu s 
account balance from v io le n t f lu c tu a t io n s .  The e f f e c t  o f  an in c rease  
in  su rp lu s r e s u l t in g  from c a p i ta l  gains i s  o f f s e t  by an in c re ase  in  
th e  MSVR. The e f fe c t  o f re p o rtin g  c a p i ta l  lo s se s  i s  o f f s e t  by a 
red u c tio n  in  th e  MSVR.
R ecognition o f Revenue and Expense
The method o f rec o g n itio n  o f  revenues and expenses and the 
se le c tio n  o f which in d iv id u a l l in e  item s w i l l  be considered a re  the  
major fa c to rs  which determ ine th e  amount rep o rted  as r e s u l t s  from 
o p e ra tio n s . Recognition o f revenue and expense w i l l  be d iscussed  in  
the  succeeding paragraphs and the  item s to  be included in  th e  determ i­
na tion  o f n e t r e s u l ts  from o p era tio n s w i l l  be d iscussed  in  Chapter IV.
The two basic  methods o f reco rd ing  f in a n c ia l  tra n s a c tio n s  a re  
id e n t i f ie d  as the cash b a s is  and the  a c c ru a l b a s is .  Of the  two methods, 
the  cash b a s is  i s  g en era lly  considered th e  e a s ie r  to  understand .
Under th e  s t r i c t  cash b a s is ,  a f in a n c ia l  tra n s a c tio n  i s  reco rd ­
ed only when cash i s  received  or d isb u rsed . The t r a d i t io n a l  
f in a n c ia l  s ta tem en ts, Balance Sheet, Income S ta tem ent, e t c . ,  a re  
replaced  w ith a Schedule o f Cash R eceip ts and Idsbursem ents. The
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em phasis, under th e  cash b a s is ,  i s  placed on dete rm ina tion  o f  th e  
ending cash balance and th e  tra n s a c tio n s  th a t  re s u lte d  in  in c re a se s  or 
decreases o f  cash during th e  period  covered by th e  s ta tem en t.
Under the  a c c ru a l b a s is  o f  accoun ting , revenue i s  recognized 
in  th e  period  earned. The revenue earned i s  then  matched w ith th e  
expense in cu rred  in  earn ing  such revenue to  determ ine the  r e s u l t s  
from o p e ra tio n s .
The o b jec tiv e  o f f in a n c ia l  accoun ting , under th e  a c c ru a l b a s is ,  
i s  to  provide a s e r ie s  o f f in a n c ia l  re p o r ts  id e n t i f ie d  a s  fo llow s:
Balance Sheet—to  rep o rt the  f in a n c ia l  p o s it io n  o f  th e  firm  as o f  the  
end o f  the  accounting period ; Income S tatem ent—to  re p o rt th e  r e s u l ts  
from o p era tio n s fo r th e  accounting  p erio d ; Statem ent o f  Retained 
Earnings—-to  analyze the  re ta in e d  earn ings account fo r th e  accounting  
p erio d ; and Statem ent o f Changes in  F in a n c ia l P o s itio n —to  re p o r t  the  
sources and uses o f  f in a n c ia l  reso u rces fo r  th e  accounting  p e rio d .
L ife  insurance  accounting  i s  somewhat unique a s  th e  f in a n c ia l  
t ra n s a c tio n s  th a t  occur during the  period  a re  reco rded , fo r  th e  most 
p a r t ,  on th e  cash b a s is ,  bu t the  f in a n c ia l  s ta tem ents a re  p resen ted  on 
the  a c c ru a l b a s is .  The l i f e  insu rance  company p re se n ts  a f i l l  se t o f  
f in a n c ia l  sta tem ents a lthough th e  books o f th e  company a re  p rim arily  
m aintained to  provide a Schedule o f Cash R eceip ts and D isbursem ents. 
Conversion from the  m odified cash b a s is  to  th e  a c c ru a l b a s is  tak es 
p lace  a t  th e  end o f  the  period  and invo lves the  le d g e r , nonledger, 
adm itted  and nonadmitt.od c la s s i f i c a t io n s .
Because o f  the  long term n a tu re  o f  a b asic  l i f e  in su rance  c o n tra c t, 
th e re  i s  some q u estio n  concerning the  a b i l i t y  to  a c c u ra te ly  d e t e r m i n e
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the  ne t r e s u l t s  from o p e ra tio n s . .Judgment req u ired  in  d ea lin g  w ith 
th e  long term na tu re  i s  somewhat s im ila r  to  the  f in a n c ia l  accounting  
problems " in h e ren t in  accounting  for pension c o s ts ,  long-term  le a s e s ,  
c o n stru c tio n  p ro je c ts ,  d e p rec ia tio n  and a m o rtiz a tio n .”^  A lso, the  
fa c t  rem ains th a t  a company must in  some way compute a f ig u re  which i t  
r e p o r ts  and id e n t i f i e s  in  th e  NAIC Statem ent Blank as the  ” Net Gain 
from O perations A fte r Dividends to  P o licyho lders and F edera l Income 
Taxes (excluding ta x  on c a p ita l  gain) and Excluding C a p ita l Gains and 
L osses.”
In d iv id u a l item s to  be considered in  th e  a rea  o f re c o g n itio n  o f 
revenue and expense inc lude  th e  fo llow ing: ( l )  Premiums; (2) Increase
in  p o licy  re se rv e s ; and (3 ) A cqu isition  c o s ts .
Premiums. —Premiums on o rd inary  l i f e  p o l ic ie s  can be recognized
a t  any one o f  th re e  p o in ts  in  tim e: ( l )  when due; (2) when c o lle c te d
or (3 ) on th e  po licy  ann iv e rsa ry  d a te . As a m atte r o f p r a c t ic e ,  most
l i f e  in surance  companies recognize the  e n t i r e  annual premium on th e
12p o licy  ann iversary  d a te . Recognition o f  revenue a t  th e  ann iversa ry  
d a te  conforms to  th e  a c c ru a l concept o f  rec o g n itio n  in  the  period  
earned.
11Committee on Insurance Accounting and A uditing , A udits o f 
L ife  Insurance Companies. Exposure D raft 1970 (New York: American
I n s t i tu t e  o f C e r tif ie d  Public  A ccountants, 1970), p . 73*
^ I b i d . . p . 7 k .
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I t  i s  p o ss ib le  that, an amount g re a te r  than the  annual premium 
be paid the  insurance  company by th e  p o licy h o ld er. Under t h i s  
cond ition  only th e  cu rren t y e a r fs premium would bo recorded as income 
and any excess would be en tered  in  th e  Premium Deposit Account.
Assume a po licyho lder pa id  th e  cu rren t premium and nine 
a d d it io n a l  premiums in  one payment. The annual premium i s  $100 and 
th e  insurance  company d isco u n ts  premiums paid in  advance a t  3# per 
annum. The t o t a l  amount paid  by th e  po licyho lder would amount to
$878.61 (p resen t value o f  annu ity  o f 1 fo r  9 periods @ 3 per cent i s
7.7861 X $100 = $778.61 + $100.00 = $878.6 l ) .  At th e  tim e the  cash 




Premium D eposits . $778.61
At th e  beginning o f  th e  second p o licy  y e a r , th e  follow ing en try
would be recorded :
Premium D eposits................. .. $ 76.64
I n te r e s t  Paid on P o licy  and
C ontract Funds............................ .. $ 23.36
Premium Income.............   $100.00
The amount repo rted  as I n te r e s t  Paid on P o licy  and C ontract Funds 
i s  computed as fo llow s: $778.61 X 3# -  $23.36. The balance o f  the
premium d ep o sit account w i l l  sy s te m a tica lly  be reduced over the  nine 
year period  and w i l l  r e f l e c t  a zero balance a t  the  ten th  ann iversary  
o f  the  p o lic y .
The commission paid to  th e  agent w i l l  co incide with the d a te s  o f 
income re c o g n itio n . Consequently, the  agent does not rece ive  h is
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commission based on th e  p o lic y h o ld e r’s payment o f  the  ten  year
premium. This method o f  computing th e  a g e n t’s commission i s  used as
13th e  po licyho lder may request th a t  the  prepaid  premium bn re tu rn e d .
R ecognition o f revenue, in  th e  a rea  o f premium income, i s  based 
on th e  a c c ru a l concept o f reco rd ing  revenue in  the  period  earned. 
G enerally , th e  ann iversa ry  d a te  o f  th e  po licy  i s  th e  date  when revenue 
i s  recognized .
In crease  in  Ppl3nv R eserves. —The amount rep o rted  in  the  Incane 
Statem ent as In crease  in  P o licy  Reserves i s  determ ined by su b tra c tin g  
th e  po licy  rese rv e  requirem ents fo r  th e  proceeding year from th e  
aggregate re se rv e  requirem ents fo r th e  cu rren t y e a r . The l i a b i l i t y  
account, P o licy  R eserves, i s  the  ’’aggregate  o f  th e  po licy  re se rv e s  on 
a l l  th e  in d iv id u a l ou tstand ing  l i f e  insurance p o l ic ie s  and annu ity  
c o n tra c ts .”^* The amount rep o rted  in  the  Income Statem ent i s  th e  
’’normal y e a r- to -y e a r  in c rease  a r is in g  from accum ulation and advancing 
a g e ."15
Amounts repo rted  in  th e  published  f in a n c ia l  sta tem ents g en era lly  
rep re se n t the  t o t a l  po licy  re se rv e s  in  th e  Balance Sheet and the  
in c rease  in  t o t a l  re se rv e s  in  the  Income S tatem ent. An a n a ly s is  o f
13 Charles L. Van House and W. Rogers Hammond, Accounting fo r 
L ife Insurance Companies (Homewood: Richard D. Irw in , I n c . ,  1969), p .217.
^*E. C. Wightman, L ife Insurance Accounts (New York: Life O ffice
Management A ssoc ia tion , 1938), p . 181.
^D an  McGill, L ife Insurance (Homewood: Richard D. Irw in . In c . .
1967), p . 881.
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theae  amounts and supplem ental in form ation  concerning th e i r  determ i­
n a tio n  i s  provided in  th e  NAIC Statem ent Blank.
On page th ro e  o f  th e  NAIC Statem ent Blank, L ia b i l i t i e s ,  Surplus 
and Other Funds, item s number one, two and th re e  rep re se n t a breakdown 
o f th e  t o t a l  reserv es repo rted  in  th e  published  Balance S hee t. Item 
one, th e  most s ig n if ic a n t  amount, i s  th e  Aggregate Reserve fo r  Life 
P o lic ie s  and C o n trac ts . The amount rep o rted  on page th re e  o f  the  NAIC 
Statem ent Blank i s  referenced  to  E xh ib it 8 which r e f l e c t s  a d e ta ile d  
determ ination  of aggregate  l i f e  re s e rv e s . E xh ib it 8 i s  fu r th e r  
subdivided in to  e ig h t ca teg o rie s  and th e  ac tu ary  p reparing  th e  e x h ib it 
i s  requ ired  to  in d ic a te  m o rta lity  and in te r e s t  b a s is  and v a lu a tio n  
method by year o f  is su e  fo r  a l l  amounts re p o rte d . The f in a l  f ig u re  
in  E xhib it 8 i s  compared w ith the  amount rep o rted  in  th e  preceding 
year to  determine th e  Increase  in  Aggregate Reserve fo r P o lic ie s  and 
C ontracts w ith L ife Contingencies to  be repo rted  in  th e  Summary o f 
O perations, item seventeen.
The o ther two rese rv e  item s rep o rted  on page th re e  o f the  NAIC 
Statem ent Blank a re  referenced  to  E xh ib its  9 and 10. In c reases  in  
th ese  rese rv es  are  computed in  th e  same manner as p rev iously  explained 
and the  in creases are  repo rted  as item s 10 and 11 in  the  Summary o f 
O perations.
Because o f i t s  com plexity, a d e ta ile d  exp lanation  o f  l i f e  insurance 
re se rv es  i s  beyond the  scope o f  th i s  paper. However, because o f  i t s  
importance in  the f in a n c ia l  s ta tem en ts, the  b a s is  o f the reserve  
computation w il l  be explained b r ie f ly .
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As noted e a r l i e r ,  the  computation o f po licy  re se rv e s  i s  the  
r e s p o n s ib i l i ty  o f  th e  ac tu ary  because ’’i t s  evaluation  c a l ls  fo r the
use o f  a c tu a r ia l  form ulas, m o rta lity  ta b le s ,  m orbidity  ta b le s ,  and
l ' ' )r a te s  o f  i n t e r e s t . "
In  an attem pt to  exp la in  the  rese rv e  com putation, a s im p lified  
i l l u s t r a t i o n  w i l l  be p resen ted . The emphasis in  the  i l l u s t r a t i o n  i s  
p laced on th e  e f f e c t  o f  m o rta lity  in  th e  determ ination  o f  re se rv e s .
In  a c tu a l  p ra c t ic e ,  the  rese rv e  computation tak es in to  e f f e c t  m o r ta li ty , 
i n t e r e s t ,  and o th er f a c to r s .
Computation o f R eserves, Table V, i s  prepared under th e  fo llow ing 
assum ptions: ( l )  in te r e s t  i s  ignored; (2) annual premiums a re  received
a t  th e  beginning o f each y e a r; (3) death claim s a re  paid  a t  the  end o f 
each y e a r .
Over the  f i f te e n  y ears  o f  th e  i l l u s t r a t i o n ,  120 payments w i l l  be 
received  (see Table V). A t o t a l  o f $15,000 w i l l  be paid to  p o licy ­
h o ld e rs . In  order to  meet th ese  payments, based on the assumed 
m o rta li ty  o f one death per y e a r , th e  comnany must c o lle c t  an annual 
premium o f $125. The n e t premium i s  compiled as fo llow s: $15,000 4- 120
-  $125.
The t o t a l  ne t premium received  by the  company decreases each 
year as a r e s u l t  o f  tne  death ra te  o f  one in su re r  per y e a r . The re se rv e  
balance in c re ases  i n - the ea rly  y e a rs , accum ulates to  a maximum balance
^N oback, op. c i t . . p . 33.
Comoutation of Reserves 
15 Insured , 11,CX Face Amount
liv in g  a t lie d T otal Net Reserve
Policy Yeginning lu ring Rate of Premium Assumed At End
'"ear Of Year Year M orta lity To leceive Claims Of Year
* 15 1 .06?£ $ 1975 : icoo C 375
2 14 1 .071 1750 1000 1625
3 13 1 As•  W  / 1625 1000 2250
4 *1 A* X .033 1500 1CX 2750
5 11 X .091 1375 1C0C 3125
6 13 1 .ICO 1250 1000 3375
r r
0 .111 1125 1C0C 35CO
8 3 1 .125 1000 1C0C 3500
A
y 7 1 • 143 375 1X0 3375
1C f X .167 750 1X0 3125
11 r;> X ,20C 625 1C0C 2750
12 4 1 .250 500 1CX 2250
13 g 1 .333 375 1X0 1625









o f $3,500 in  th e  seventh and e igh th  y e a rs , and then i s  sy s te m a tic a lly  
decreased . In  p reparing  a Summary o f  O perations fo r  th re e  se lec te d  















. i m )
Net R esu lts i
01 i01*34 $ -0 -
The minimum v a lu a tio n  b a s is  fo r  o rd inary  l i f e  p o l i t i e s  c u rre n tly  
used by l i f e  in su rance  companies in  e s ta b lis h in g  p o licy  re se rv e s  i s  a 
combination o f  th e  Commissioners Reserve V aluation  Method (CRVM), 3h 
per cent i n t e r e s t ,  and th e  Commissioners 1958 S tandard Ordinary M o rta lity  
T ab le .17
A company has the  op tion  o f changing th e  v a lu a tio n  b a s is  to  a 
more conserva tive  one than  req u ired  by law. This p rocess i s  re fe rre d  
to  a s  rese rv e  s tre n g th e n in g , and amounts generated in  t h i s  adjustm ent 
a re  not recognized as an expense in  th e  Income S tatem ent. The in c rease
in  re se rv e s  ns a r e s u l t  o f  the  use o f  a more conserva tive  v a lu a tio n
18b a s is  w i l l  decrease  the  su rp lu s account d i r e c t ly .
1 Î b id . . p. 150.
1?Van House, op. c i t . . p . 1^5.
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When a compare decides to  s tren g th en  i t 3  re s e rv e s , d isc lo su re  
o f t h i s  a c tio n  must be made in  the  published f in a n c ia l  statem ents* 
Bankers N ational L ife Insurance Company included the  fo llow ing foo tno te  
in  i t s  f in a n c ia l  sta tem ents fo r th e  y ear ended December 31# 1970:
Notes to  F in an c ia l S ta tem ents:
At th e  balance sheet d a te , December 31# 1970# th e  company 
continued i t s  program o f  re se rv e  s tren g th en in g  . . . .
T o ta l a p p ro p ria tio n s  from su rp lu s to  provide fo r reserve  
stren g th en in g  were $927#996 a t  December 31# 1970. °
The importance o f  a c c u ra te ly  determ ined re se rv e s  cannot be
overemphasized when d iscu ss in g  th e  solvency o f a l i f e  insu rance  company.
The su rp lu s balance w i l l  tend to  in c re ase  when a company has computed
i t s  re se rv e s  on a sound b a s is .  I f  th e  a c tu a l  experience o f the
company i s  u n fav o rab le , a r e s u l t in g  decrease  in  su rp lu s  w i l l  take p lace .
The balance o f th e  su rp lu s account has a d i r e c t  e f f e c t  on both
in su re rs  and stockho lders a l ik e  as th e  su rp lu s  account r e f l e c t s  both
solvency and the  a b i l i ty  o f th e  company to  pay d iv idends.
A cqu isition  C o s ts .—L ife in surance  companies a re  req u ired  to
expense a c q u is i t io n  co s ts  in  th e  period  such co sts  a re  in c u rre d . The
fo llow ing item s a re  examples o f a c q u is i t io n  c o s ts :  ( l )  commissions;
(2) m edical in v e s tig a tio n  fee s ; (3) s e le c tio n ;  and (U) cost in cu rred  by
20th e  home o f f ic e  in  p reparing  p o l ic ie s  fo r  is s u e . These item s a re  
id e n t i f ie d  as the  co sts  o f  p u ttin g  new b u sin ess  on th e  books.
19E rnst & E rn s t, o£. c i t . . p . 82.
20Fred L. Perdue, ’’R eporting L ife  Insurance Company la rn in g s  on 
a G enerally  Accepted Accounting B asis; L ife  Insurance Company Reporting 
on G enerally  Accepted Accounting P r in c ip le s  Basis -  What, Who and How,” 
Proceedings o f th e  Insurance Accountinn and s t a t i s t i c a l  A ssociation  1970 
(Accounting and S t a t i s t i c a l  A sso c ia tio n , 1970), p . 2Z*3.
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Conservatism i s  c ite d  a s  th e  reason fo r expensing a c q u is i t io n
c o s ts . A dd itiona l support fo r t h i s  p o s itio n  i s  noted in  th e  fac t th a t
th e  insured, a t  h is  d is c r e t io n ,  may cancel th e  l i f e  in su rance  c o n tra c t .
As a r e s u l t  o f  conservatism  and a lack  o f re l ia n c e  on a con tinu ing
re la tio n s h ip , a c q u is itio n  co s ts  a re  expensed.
The ma.ior item  o f a c q u is i t io n  co sts  i s  the  f i r s t  year commission.
Various commission schedules a re  used by l i f e  companies and th e  f i r s t
year commission paid  to  th e  agent could range ’’from 55% to  100!Y or
21more o f  th e  f i r s t  year premium.” When the  f i r s t  year commission i s
added to  th e  o th er is su e  c o s ts , the  t o t a l  issu e  cost could e a s i ly  
exceed th e  f i r s t  y e a r ’s premium.
The e f fe c t  o f  expensing issu e  c o s ts  in  th e  year in cu rred  w i l l  
be r e f le c te d  in  th e  Income Statem ent a t  year end. In p e rio d s when the  
company i s  p u ttin g  s u b s ta n t ia l  amounts of new b u sin ess  on the  books, 
r e s u l t s  flrom o p e ra tio n s  may a c tu a l ly  d ecrease . The excess o f 
a c q u is i t io n  co sts  over premium income would have an adverse  e f f e c t  on 
n e t gain  from o p e ra tio n s  and subsequently  reduce su rp lu s . In  periods 
when new business i s  not being secured , a c q u is i t io n  c o s ts  w i l l  be
22nominal and the  e f f e c t  on net gain  from o p era tio n s  w il l  be fav o rab le .
21john L. McDonough, ’’S ta tu s  o f Proposed Accounting G uidelines 
fo r L ife  Insurance Companies,” The New York C e r t i f ie d  P ublic  A ccountant. 
XLI, No. 12 (December, 1971) p . 895*
22B. F rank lin  B la ir ,  ’’Company Annual S ta te m en ts ,” Life and Health 
Insurance Handbook, ed. Davis W. Gregg (Homewood: Richard D. Irw in ,
I n c . ,  196a ) ,  p . 1022.
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Under t h e s e  c o n d i t i o n s ,  n e t  g a in  from o p e r a t iP n s  may bo a d v e r s e ly  
in f lu e n c e d  by new b u s in e s s  and f a v o ra b ly  i n f lu e n c e d  by a d e c r e a s e  in  
new b u s i n e s s .
The u n f a v o r a b le  e f f e c t  o f  o b t a in in g  new b u s in e s s  can be f u r t h e r  
co m p lica ted  by t h e  p o l i c y  r e s e r v e  r e q u i r e m e n ts .  The i n c r e a s e  i n  p o l i c y  
r e s e r v e s  i s  an  expense  i te m  which a f f e c t s  th e  d e te r m in a t io n  o f  n e t  
r e s u l t s  from o p e r a t i o n s .
L i fe  companies have th e  o p t io n  o f  s e l e c t i n g  t h e  method o f  
computing p o l i c y  r e s e r v e s .  The fo l lo w in g  m ethods may be a d o p te d :
1 . Net L eve l Premium
2 .  S e l e c t  and U lt im a te
3 .  C om m issionerst R eserve  V a lu a t io n  o r  M odified  P r e l im in a r y  
Term o r  M odified  CRVM.
4 .  F u l l  P r e l im in a r y  Term
’’The r e s e r v e s  r e s u l t i n g  from t h e s e  d i f f e r e n t  methods o f  c a l c u l a t i o n s
ra n k  i n  s t r i n g e n c y  i n  t h e  o rd e r  named; n e t  l e v e l  premium i s  th e  most 
23
s t r i n g e n t . ”
A com parison  o f  t h e  e f f e c t  o f  u s in g  two o f  th e  a l t e r n a t i v e  
methods o f  com puting p o l i c y  r e s e r v e s  i s  d em o n s tra ted  in  Table  VI.
A company u s in g  th e  Net Level Premium, 3 p e r  c e n t ,  1958 OCVG, 
would in c r e a s e  r e s e r v e s  by 322 .50  i n  th e  y e a r  t h e  p o l i c y  was s o l d .  A 
d i f f e r e n t  company u s in g  th e  Commissioners Method, 3 p e r  c e n t ,  1958 
C0V0, would n o t  i n c r e a s e  p o l i c y  r e s e r v e s  i n  th e  y e a r  o f  s a l e .  Table
2 3A. M. P e s t  Company, o£ .  c i t . . p .  X I I I .
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TABU-; VI
E ffe c t o f  A lte rn a tiv e  Methods o f Computing Reserves 
Net Level Premium Vs Commissioners Method 
R eserves -  20 Payment L ife -  Age 35 a t  Issue  
(Term inal Reserves -  Basis o f  Cash V aluation) ^
Policy  Year
10 20
1941 Commissioners Standard 
Ordinary
Net Level Premium -  3 /  $23-74 $176.80 $264.65  $604.67
Commissioners Method -
3# None 160.86 243.06 604.67
1958 Commissioners Standard 
Ordinary
Net Level Premium -  3? $22.50 $170.09 $252.14 $573.02
Commissioners Method -
J% None 153.35 238.67 573.02
Net Level Premium - 3 $ 1 9 - 9 4  $152.27 $227-50 $527.07
Commissioners Method -
3fe  None 137.56 215.35 527.07
VI a lso  r e f l e c t s  the  e f f e c t  o f  in te r e s t  and m o rta li ty  in  computing p o licy  
reserve  requ irem en ts . F in a lly , i t  should be no ted , th a t  th e re  i s  no 
permanent d if fe re n c e  in  th e  rese rv e  com putations r e s u l t in g  from the  use 
o f the  Net Level Premium or the  Commissioners Method.
The e f fe c t  o f  expensing a c q u is i t io n  co sts  i s  o f f s e t  and the 
problem e l iv ia te d ,  to  some e x te n t, by U 3 e  o f the  Commissioners Method 
o f computing re se rv es  ra th e r  than the  Net Level Premium. However, the
24Ib id .
8U
r e l i e f  a ffo rded  by the use of a le s s  s tr in g e n t method o f reserve  
computation does not e lim in a te  the p o te n t ia l  o f  Net R esu lts from 
O perations decreasing  during a period  when sa le s  o f  new business i s  
in c re a s in g .
Uonadmitted A ssets 
The d esig n a tio n , ’'Nonadmitted A sse ts ,"  i s  indigenous to  l i f e  
insurance accounting  and i s  regarded as one o f  the  more se rio u s 
d iffe re n c e s  between t r a d i t io n a l  f in a n c ia l  accounting  and l i f e  
insu rance  accoun ting . Monadmitted a s s e ts  can be c la s s i f ie d  in  the  two 
follow ing c a te g o r ie s :  ( l )  a s s e ts  o f which no p a r t  o f t h e i r  value i s  
repo rted  in  the  balance sh ee t; (2) a s s e ts  o f which some p a rt o f t h e i r  
value i s  rep o rted  as an adm itted a s s e t  and th e  remainder i s  id e n t i ­
f ied  a s  a nonadmitted a s s e t .
The f i r s t  category  o f nonadm itted a s s e t s ,  those amounts t o t a l l y  
ignored, vas d iscussed  b r ie f ly  in  the  e a rly  p a r t  o f t h i s  chap ter in  p re­
sen ting  the  exp lanation  o f  th e  mechanics o f l i f e  insurance accoun ting .
"V arious item s, such as equipment, fu rn itu re  and f ix tu re s ,  
amounts rece iv ab le  from a g en ts , u n co llec ted  premiums p ast 
due over th re e  months, mortgage loans o th e r than  f i r s t  
le in s  and loans on company s to ck , a re  considered to  be 
’nonadmitted a s s e t s , ’ w ithout regard  to  t h e i r  u ltim a te  
r e a l i z a b i l i t y .  Cuch a s s e ts  a re  requ ired  to  be om itted 
from the  balance sh e e t.
25A rthur Andersen *r Co., Accounting and Reporting Problems o f 
the  Accounting P ro fe ss io n . Third P i i t io n ,  November 1969 (Arthur 
Andersen * Co., 1969), p. 1 ^ 0 .
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Although nonadmitted a s s e ts  a re  not rep o rted  in  the  f in a n c ia l  
s ta tem en ts , a l i f e  insu rance  company a t  i t s  d is c re t io n  may d is c lo s e , 
by fo o tn o te , the  amount o f  nonadm itted item s. The fo llow ing footnote 
was included as p a rt o f  th e  f in a n c ia l  sta tem ents o f American F id e li ty  
L ife Insurance Company fo r  y ear ended December 31, 1970:
’’Notes to  F in an c ia l S tatem ents:
The nonadmitted a s s e ts  which have been excluded from th e  
accompanying balance sheet c o n s is t o f  th e  fo llow ing  item s:
Footnote d isc lo su re  o f  nonadmitted a s s e ts  i s  not req u ired  in  re p o rtin g  
on th e  f in a n c ia l  p o s itio n  o f  th e  firm  a t  year end.
By means o f th e  MAIC Statem ent Blank, an in te re s te d  p a rty  can 
determ ine the  follow ing in fo rm ation  concerning nonadm itted a s s e ts :
( l )  types o f nonadmitted a s s e ts  owned by the  company, (2) beginning 
and end o f  y ear balance o f  each nonadm itted item , and (3) in c re a se  or 
decrease throughout the  y e a r . F x h ib it 14 o f the  NAIC Statem ent Blank, 
Analyses o f Non-Admitted A ssets and R elated Item s, r e f l e c t s  the  
follow ing in fo rm ation .
A gents’ Balances 
F u rn itu re  ft F ix tu res
$1,005,154
End o f  End o f  Changes fo r  Year
Previous C urrent Increase  ( - )  or 
Year Year Decrease (+)
Company’ s stock  owned....................
Loans on company’ s s to c k .............
S u p p lies , s ta tio n e ry , p rin ted  
m a t te r .   ........... ..
x m x
26E rnst ft E rn s t, 0£ . c i t . ,  p . 42.
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End o f End o f  Changes fo r Year
Previous C urrent Increase  ( - )  or 
Year Year Decrease (t )
F u rn itu re  and equipm ent.....................
Commuted conm issions. ........................  XXXXX
Agents* balances ( n e t ) ....................
Cash advanced to  or in  th e  hands
o f o f f ic e r s  o r a g e n ts ..........................
Loans on personal s e c u r ity  endorsed
or n o t ................  *...................
B i l l s  re c e iv a b le  ......................
Premium n o te s , e t c . ,  in  excess o f 
n e t value and o th er p o lic y  l i a b i l i ­
t i e s  on in d iv id u a l p o l i c i e s . . . . . . .  XXXXX
Accident and h e a lth  premiums due
unpaid ...................................................... ..
Other a s s e ts  not adm itted  ( item ize )
Agents* c re d i t  ba lances
TOTAL CHANGE.................................  XXXXX XXXXX
Source: Annual Statem ent fo r  th e  Year Ended December 31. 1972. L ife
and A ccident and H ealth Companies—A ssoc ia tion  E d itio n . 1972. 
Louisiana (Baton Rouge: Commissioner o f Insurance  o f the
t a t e  o f L ouisiana, 1972), p . 1A«Si
I f  nonadm itted a s s e ts  d ecrease , th e  amount i s  c a rr ie d  to  page U o f  th e  
NAIC Statem ent Blank and added to  th e  su rp lu s  accoun t. In  th e  case o f 
an in c rease  in  nonadm itted a s s e t s ,  the  amount i s  rep o rte d  a s  a red u c tio n  
in  th e  su rp lu s accoun t.
The second c la s s i f i c a t io n  o f  nonadm itted a s s e ts  invo lves the  
re p o rtin g  o f investm en ts . Normally, bonds a re  rep o rted  a t  am ortizab le  
v a lu e , p re fe rre d  stock  a t  c o s t, and common stock  a t  market v a lu e . A ll 
o f th e se  types o f investm ents a re  i n i t i a l l y  recorded as led g er item s, 
a t  c o s t. A bond, not su b jec t to  a m o rtiz a tio n , w ith a led g er value o f 
$960 but a market value o f  &9A0 would be rep o rted  a t  th e  lower amount, 
th e  market v a lu e . The £20 d iffe re n c e  would be t r e a te d  a s  a nonadmitted
*7
a s s e t .  In th e  case o f investm ents in  common s to ck , when th e  co st i s  
g re a te r  th an  market v a lu e , the  d iffe re n c e  i s  recognized as a non­
adm itted  a s s e t .  (See Table I I  fo r an example o f  rec o g n itio n  o f  non­
adm itted amounts r e s u l t in g  from investm ents in  common s to c k .)
The rationale fo r th e  nonadm itted a s s e t  category r e f l e c t  the  
conserva tive  na tu re  o f l i f e  in su rance  accounting  and th e  o b je c tiv e  to  
p ro te c t th e  p o licy h o ld e r. The c o n tra s t  can once again  be made be­
tween th e  o b je c tiv e  o f t r a d i t i o n a l  f in a n c ia l  accounting  which may be
in te rp re te d  as p ro f i t -o r ie n te d  to  the  o b je c tiv e  o f  l i f e  in su rance
27accounting  which can be id e n t i f ie d  as solvency o r ie n te d .
Deferred F edera l Income Tax
R ecognition o f d e fe rred  fe d e ra l income ta x  r e s u l t s  from a 
d i f f e r e n t  trea tm en t o f c e r ta in  item s in  the  f in a n c ia l  sta tem ents 
compared to  th e  trea tm en t o f those  same item s fo r  fe d e ra l income ta x  
purposes. The v aried  trea tm en t can be ra t io n a l iz e d  by the d iffe re n c e  
between the  o b jec tiv e  o f p reparing  f in a n c ia l  s ta tem ents versus th e  
o b jec tiv e  o f  p reparing  the  fe d e ra l income ta x  re tu rn .  In p reparing  
the  fe d e ra l income ta x  re tu rn , th e  o b jec tiv e  i s  to  minimize ta x e s .
In  f in a n c ia l  accoun ting , one o f  the  frequen t co n d itio n s r e ­
q u ir in g  re c o g n itio n  of d e fe rred  fe d e ra l income ta x  i s  the  use of 
s t r a ig h t  l in e  d e p re c ia tio n  fo r book purposes and a c c e le ra te d  d e p re c ia tio n  
fo r ta x  purposes, ./hen i t  i s  necessary  fo r a company to  recognize
27Van House, 0£ . c i t . ,  p. l/*3.
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d e fe rred  fe d e ra l income ta x , the  amount rep o rted  on th e  Income 
Statem ent r e f l e c t s  th e  ta x  based on book income. The l i a b i l i t y  th a t  
i s  rep o rted  on the  Balance Sheet i s  based on the  ta x  re tu rn  com putation, 
and th e  d iffe re n c e  i s  rep o rted  as de fe rred  fe d e ra l income ta x .  Use 
o f  a c c e le ra te d  d e p re c ia tio n  fo r ta x  and s t r a ig h t  l in e  fo r  books, w il l  
cause d e fe rred  ta x  to  be rep o rted  a s  a c re d it  ba lance .
T ra d itio n a lly , th e  de te rm ina tion  o f a company*s fe d e ra l incane 
ta x  l i a b i l i t y  i s  a complex process and re q u ire s  some degree of 
e x p e r tis e  on th e  p a r t  o f  th e  p re p a re r . A p rep a re r o f  the  ta x  re tu rn  
fo r a l i f e  insurance company must not only have a genera l knowledge 
of fe d e ra l ta x  law, but must a lso  be ab le  to  understand and apply the  
p ro v is io n s  o f th e  L ife  Insurance Company Income Tax Act o f  1959* T otal 
tax ab le  income i s  composed o f th re e  elem ents:
Phase I Investm ent income
Phase I I  Gain from o p era tio n s and po licyholders*  
su rp lu s
Phase I I I  In te r r e la t io n s h ip  o f Phase I  and Phase I I  
income28
In l i f e  insu rance  accoun ting , the  two most common item s th a t  
prompt th e  reco g n itio n  o f  d e fe rred  fe d e ra l income ta x  are rese rv e  
tim ing d iffe re n c e s  and u n re a liz e d  a p p re c ia tio n  on common s to c k . Reserve
28 Committee on Insurance Accounting and A uditing , A udits o f Stock 
Life Insurance Companies. Exposure D ra ft. August 1972. (New York: 
American I n s t i tu t e  o f C e r tif ie d  Public  A ccountants, 1972), p . 199.
tim ing d if fe re n c e s  r e s u l t  from calcu lation  o f p o licy  re se rv e s  based on
prelim inary  term  f o r  NAIC Statem ent Blank p u rp o se s  and a n o t  l e v e l
method fo r ta x  purposes. The r e s u l t in g  v ariance  in  the  book and tax
amounts could be recognized as d e fe rred  ta x ,  but g e n e ra lly  i s  not
rep o rted  as such in  the f in a n c ia l  sta tem en ts o f  stock  l i f e  insurance
companies. In  th e  1971 E rn s t  and E rnst Insurance F in a n c ia l Reporting
Trends, 67 per cent o f  th e  200 stock  l i f e  in su rance  companies surveyed
fo r 1970 d id  not d isc lo s e  amounts o f  d e fe rred  tax es r e s u l t in g  from
29
rese rv e  tim ing d if fe re n c e s .
In th e  case o f u n rea liz ed  a p p re c ia tio n , 73 per cent o f th e
insurance companies surveyed by E rnst and E rnst fo r 1970 d id  not
30
d isc lo se  d efe rred  tax e s  on u n rea lized  a p p re c ia tio n . Ignoring  the tax  
consequence o f u n rea liz ed  a p p re c ia tio n  on common stock  i s  supported , in  
th eo ry , by th e  workings o f the mandatory s e c u r i t ie s  v a lu a tio n  re se rv e . 
The p o s it io n  taken contends th a t  M3VR i s  adequate to  o f f s e t  the  e f fe c t  
o f  tax e s  r e s u l t in g  from th e  sa le  o f common stock  and subsequent 
r e a l iz a t io n  o f  c a p i ta l  g a in s .
As a m atte r o f  p ra c t ic e ,  stock  l i f e  in su rance  companies do not 
re p o r t  d e fe rred  fe d e ra l income taxes a s  a l in e  item  in  th e  published  
f in a n c ia l  s ta tem en ts . A lso, the  MAIC sta tem ent Blank does not provide 
fo r de term ination  or re p o rtin g  o f d e fe rred  fe d e ra l income ta x e s .
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In summary, it. can bo concluded th a t  e x is tin g  accounting  
procedures used by 3tock l i f e  insurance companies d i f f e r  considerab ly  
from procedures used in  t r a d i t io n a l  f in a n c ia l  accounting* The b asic  
reason fo r many of these  d iffe re n c e s  can be traced  to  th e  o b je c tiv e s  
o f l i f e  insurance accoun ting . L ife  in surance  accounting  i s  in flu en ced , 
to  a g rea t e x te n t, by the  need to  p ro te c t the  p o licy h o ld e r.
Some o f the  accounting  procedures, p re se n tly  follow ed by l i f e  
insu rance  companies which have been d iscussed  in  t h i s  chap ter a re :
( l )  mechanics o f  the  l i f e  in surance  accounting  cycle; (2) accounting  
fo r investm ents; ( 3 ) reco g n itio n  o f revenue and expense; (4) accounting  
fo r nonadmitted a s s e ts ;  and (5) de fe rred  fe d e ra l income ta x .  A more 
complete understanding  o f the  f in a n c ia l  sta tem ents o f  stock  l i f e  
insurance companies and th e  e f f e c t  o f  accounting  procedures on those 
f in a n c ia l  sta tem ents i s  developed in  the  next ch ap te r.
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CHAI'TKK IV
P resen t F in an c ia l Ugpgr&ElE Fra CU egg 
The form and conten t of f in a n c ia l  re p o r ts  p resen ted  by stock l i f e  
insurance companies has been a function  o f  re p o rtin g  requirem ents 
p rescrib ed  or perm itted  by s ta te  in surance  comm issioners. An in -dep th  
understanding  o f l i f e  insurance re p o r tin g  techn iques i s  p red ica ted  on 
a thorough knowledge o f th e  NAIC Statem ent 31ank. E x is ting  rep o rtin g  
requirem ents o f  stock  l i f e  insu rance  companies a re  examined as fo llow s: 
( l )  th e  NAIC Statem ent Blank, (2) the  f in a n c ia l  sta tem ents included in  
th e  annual re p o rt to  th e  s to ck h o ld e rs , and ( 3 ) th e  C e r tif ie d  Public 
A ccountant13 op inion expressed on th e  f in a n c ia l  s ta tem en ts .
I M  NAIC Blank
Annually l i f e  insurance companies a re  requ ired  to  f i l e  a NAIC 
Statem ent Blank w ith th e  a p p ro p ria te  s ta te  re g u la to ry  agency. The 
Blank, in  i t s  p resen t form, c o n s is t o f  ( l )  S ta tem ents, (2) Schedules, 
and (3 ) E x h ib its . The b a s ic  f in a n c ia l  inform ation  i s  repo rted  in  
S tatem ents and a re  id e n t i f ie d  as fo llow s:
NAIC Statement, Blank
Page // S ta te m e n t  T i t l e
2 A ss e ts
s L i a b i l i t i e s ,  S u rp lu s  and O th e r
F’ 1 nd 3
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NAIC S ta te m e n t  Blank -  co n tin u ed
Page # Statem ent T it le
/» Summary o f O perations
Surplus Account
5 Analyses o f  O perations by
Lines o f Business
6 Analyses o f  Increase  in
Reserves During th e  Year 
Most o f the  in fo rm ation  repo rted  in  th e  Statem ents i s  referenced  
to  and supported by c e r ta in  E xh ib its  and Schedules. The Blank inc ludes 
E x h ib its  1-11^ and Schedules A-T. Schedules A, B, C and D r e f le c t  
supporting  f in a n c ia l  d a ta , ba t the  o th er Schedules re p o rt an a d d itio n a l 
breakdown o f opera ting  s t a t i s t i c s  and o th e r req u ired  in fo rm ation .
Because o f the  number and complexity o f th e  E x h ib its  included 
in  the  NAIC Statem ent Blank, i t  i s  beyond the  scope of t h i s  paper to  
p resen t a re p l ic a  o f  each E x h ib it. Some o f  th e  E xh ib its  have been 
included in  Chapter I I I .  A l i s t i n g  o f th e  t i t l e  o f  each E xh ib it fo llow s:
E xh ib it //  T i t le ___________________
1 P a rt 1 Premiums and Annuity C onsiderations 
P art 2 Dividends A pplied, Reinsurance Ceded and 
Commissions Incurred
2 Net Investm ent Income
3 Gross Investm ent Income
U C a p ita l Gains and Losses on Investm ents
5 General Expenses
6 Taxes. L icenses and Fees (Excluding Federal Income 
Taxes;
7 Dividends to  P o licyho lders
8 Aggregate Reserve fo r  L ife P o lic ie s  and C ontracts
9 Aggregate Reserve for Accident and Health P o lic ie s
10 Supplementary C ontracts Without L ife C ontingencies 
and Dividend Accumulations
11 Policy  and C ontract Claims
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Copies o f  the  four b asic  f in a n c ia l  s ta tem ents included in  th e  
Blank a re  a ttach ed  and id e n t i f ie d  a s  E xh ib its  I ,  I I  and I I I .  As 
dem onstrated by th ese  E x h ib its , th e  approach to  p rep a ra tio n  i s  b a s ic a lly  
a l in e  item  tech n iq u e . Each o f th e  item s appearing  in  theee S tatem ents 
a re  assigned  a s p e c if ic  l in e  item  number. A b r i e f  exp lana tion  o f  th e  
com position o f  th e  S tatem ents w i l l  provide a d d it io n a l  understand ing  o f 
th e  re p o r tin g  p ra c tic e s  used by stock  l i f e  in su rance  companies.
Aggf ltg
The a s s e ts  rep o rte d  in  th e  Blank resem ble, to  some e x te n t,  th e  
a s s e ts  rep o rte d  in  a t r a d i t i o n a l  Balance S heet. In  o rder to  e s ta b l is h  
th e  re levance  o f a s se t  c a te g o r ie s , th e  d is t r ib u t io n  o f  a s s e ts  o f th e  
100 la rg e s t  l i f e  in su rance  companies doing business in  th e  United S ta te s  
i s  l i s t e d  below.
2A llo ca tio n  o f  A ssets by Company 
1971 
(000 om itted)




Real E s ta te 6,935,575 3.2
P o licy  Loans 16,^18,133 7.7
Cash 1,063,009 .5
Separate  Account 7,670.101 3 .6
Other A ssets
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iKMxaas n a n
l
A S S E T S
B onds (Schedule D )
2 S to ck s  (Schedule (>)
2 1 Preferred s to rk s
,  : -
2 2 C om m on  M ocks
1 4 0 . Ho. . If 1 .......... . . IL L * '-
3 M o r tfa fe  loans on real esta te  (Schedule B)
1 , “
4 R eal esta te  (Schedule A}
4 1 Properties o rcu p ted  b y th e C om pany (lees 1 0 encum brances) 8 4 ’ a fl# : s M'*7
4 2 Properties acquired in satisfaction  of d eb t (k m  8 . Q . . enrum hraacaa) 
4 3  Investm ent real e sta te  (k m  $  V>48 lo , l2 u  encum brances)
P olicy loans
. * ‘ . 
l * : , ’ ml , f  *■» r  , : ’  ‘ 4
6 _____ ■ ! *'
A. Prem ium  n o tn  
7 C ollateral loans (Schaduk  C )
A. C ash and bank d f p o a t i  (E xh ib it 13) 
^  lr> « e \ tm rn t>  m  p r o c e s s
10. O ther invested  u v t i  (S rh ed u k  BA)
10A C u h  and invested  M arts $ (I tem s I to  10)
I ] A m ou n ts recoverable from re insurers (Schedu le S)
II
U  I le c ir o A ir  d a ta  p r o c e s s in g  eq uipm en t  
1̂  A m ou n ts d u e  from a f f i l i a t e s
A m ount s d u e  from M ed icare  an d  V e l f s r e  o p e r a t io n s
16
17. L ife Insurance prem ium s and annuity  roaeedsm tlont I and waeettactad
18. A ccident and health  prem ium s due and  unpaid
18. In vestm en t in com i d u e  and accrued
» .  Net adjeetm aa t in aaeets and Uabilitiaa due to foreifn n t l i s p  n l n
II Accrued share of FEGL1 conversion pool fund__ _____ _______ __
Trust fund bank accounts sad securities $11,779,61) less tfuot fund liability of |11.779,61)
84............... .. -       - -  ..        - -----------------
SO , W i, ’ l ;
. ±W*L.
LOe,471
t _ i ,  8 2 3 , 2 7 8  
7 1 , 2 2 5 , 0 9 9
0
6 8 , 0 6 3
0
493.867.845
N O T !  T h e item e on  th is  p age «e a free  erkh C n h M t 18, C at. 4  
S ta te  hnrie o f va luation
_  A s s e t s  ^ r e  v a l u o d  a c c o r d i n g  t o  a t a t u t o r y  m q u l f  » t a  a n d  t h e  b e  s e e  o f  v a l u a t i o n  p r e s c r i b e d  b y  t h e  
N a t i o n a l ^ A s s o c i a t i o n  o f  I n a u w o c a  C p i l e a l o p o r e . _____________________________________________ ________ ________
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tm  lIM M  ISA. X .  rt. W. M  w 4  » l. I ha  igwraa m ihM p f  *• m< tacMi liwwi*ArrniiMl Iimm. If
OnCLAS* ISMT*
LIA BILITIES, SURPLUS AND OTHER FUNDS
I Anar*-* |I- fr«r r vi l.a I'll (kJh .. % .ir*1 i . mu r i< l» 1 V xhi»>H ►> •t*.nr,. 1*,* -<•
A K w f .k . 1. 1.* ..I...I m.l h, ,III. 'f «h.l.... rh , ’
‘ Sn|.,.l. .. •< ■, i ,t \ , „ i, I lili .... . n. * v I 1- thilm . ... . 4 • , d * 1 . - < t
1 C..1. x nut .... „ I c I... 1- .h.I.M II l‘.r< 1 > « ,' ■ 4 •11 i i 1.
1 • A. c «t. Ml .,.,1 It, ,l|l, ltl./'f , 14.
f* .In »<L n.l ... . umul.'K'rfM. (►«>«).,I II ) '<) h> 1 '
* I’oIm yholdert' dividend* due and unpaid
Provmrai for polirvholder* dividend* payable w following calendar year -estimated amounts
7 1 Apportioned for payment to Hr, ember *1 . 19 * 1 r , , ' 1
7 2 Not yet apportioned _
* Amount prns.atonally held lor deferred dividend poftriea not included in Item 7
* Premiums and annuity confederation* received in advance lean 3 1 diarount.
including 3 7in,4M accident and health premium* 1 4 ,H* '
10 Liability for premium deposit fund* 1 ’ ,1 '< ■, < 4
1 Polu y ami .ont.acl liabilitiea not included elsewhere
til Surrender value* on cancelled policies '4 . .
1 2 Praviaton for experience rating refund*
1 1
12
13 ( ommia*»on» to agent* due or a<riued Life and Annuity 3 Accident and Health 3 <’,*4l,t"4 ; , ’ 4< \ ‘
14 General eapenaea due or accrued IExhibit V Line > 1) 1.' , r*’,0 1 r
Taxes. Iuen*e* and fee* due or ar< rued, excluding federal income taxes (Exhibit 6. Line ft) i;-,'vIs>: 1
I5AFederal income u«n due or acrrued (including 9 0 on raptlxl gaina) i' ' ,451, >09
l« •Toat of collection' on premiuma and annuity confederation* deferred and uncollected in excessof total
loading theraon , 4 4 , ■ <11
17 Unearned investment income (Exhibit 3. Col. 3) .'M f M I'
19. Amounts withheld or retained by company aa agent or trustee ; * *
19 Amounts Held for agents' account (including 9 0 agents' credit balances)
30 Remittances and items not allocated v.,'-4\9S(*
21 Net adjustment m assets and iiebilitiss due to foreign exchange rates
23 Liability far benehts for employees and agents if not included above 0
33. Borrowed money 9 0 and interest thereon 9 0 0
34. Dividend* to stockholders declared and unpaid 0
35 Miscellaneous liabdltie* (give items and amounts)
33.1 Mandatory securities valuation iseervt V,4H4,522
33.3 Reinsurance in unauthorised coaipaaie* 4 , 440,97*'
gg j Deferred benefit fund* 049,04(̂ 425
jg ̂  Special Reserve 3,500,000
35 ft . . . . . . .
35.9 . . .
36 T -
35.9
33.9 . . ..........
35ASeparate Account Btdam (see Separate Account Statement) 495,987.945
35. Total Lumutus (Except Capital) 5,416,697;87T
r . Special surplus funde; iincluding reserve far group life
27 j f oMingeacy Fuad* insurance of 179,947.000 9  71,574̂351
27 2 ................. ..... _ . .
71,574,352
35ACapital paid up 29,091,610
39B
29A.Gross paid in and contributed surplus 9 400,000
M 150,255,038
3BC.Total of Items 39A and 39B 150,655,038
30. Total of Items 37. 28A 33B and 39C 252, 1P0,999
31. Total..............................  ......... 5,666,818,871
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»»«»!>• lw  !»»«*• M. 1*. «l< 
*1. • l«y> M  • »  «M* r> 
* • ? • • • ' •  l l t m .  X
f .  «#A «* M aa*|
SUMMARY OF OPERATIONS 
1 ACCftlAL BASIS:
P r e m iu m s  i n d  a n n u i ty  c o n s id e r a t io n s  F x h ib t t  I P a r t  1 1
II I ilt
I  1 .n s jd t r a i  n>n\ I<h s u p p le m e n ta r y  t 
t  . in s id e r  41 to n s  s u p p le m e n ta r y  < 
N e t i n v e s tm e n t  in c o m e  . f - i h i h i t  2  < 
I M  .1 1  1 u n v r rsH * !  (*■>! lu n d
v ith  l i l t  n m i  in g tn c  it*
n th o u t  l i l t  lo n t i r ^ e n o e *  a n d  d iv id e n d  act u m u la tio n s
Mis - In.
11 IT AI
l i m n  r
I v . i t h  h r n e f i tv  
M a tu r e d  e n d o w m e n ts  
A n n u ity  b e n e f i t '
1 U sa b ility  b e n e f it*
S u r r e n d e r  h m c f i t*
. (illUll I (inversion*
R e n e f t ts  .1 ru le r  a n  id e m  a n d  h e a l th  p o lic ie s  
I n t e r e s t  o n  p o lic y  *w c o n t r a c t  fu n d *
Ir>ii-re*t < «  d e f e r r e d  b e n e f i t  fu n d *
P a y m e n t s  <«t w p p l f n w n t a f y  c o n t r a c t *  w ith  l i f t  o u t i n g e r *  i t s
P a y  m r n i s  tin  s u p p le m e n ta r y  r u n t  r a f t*  w i th o u t  l i l t  crw il in f a n c ie s  a n d  of d iv id t n d  a c c u m u la t io n *  
I r a n s l r r s  i<> -e iM ra le  .ic c .-u n i
( n . r r . i u  'i t  n u p H t '1' r c w t n  I n  | ■•in it«  .m il »■ m u  u 1 w ith  lit- <. >nt m g >-tit ir»
I n c r c i w  in  d e te r r e d  tw n r h i  b in d s
I (*« t r u se  'i i  , p s r r  >. i-v f i*  ,m  i . l r m  ,iii. | h t . i l i  h  1« >lu !••-
In c r e a s e  in  sp e c ia l  re se rv e  
N ih io t a l  . It tins A 1. > l̂A 
( .w n m iu u o n *  i>n p r e m iu m *  a n d  a n n u i t y  t u m i d e r a i K i n s
23  < .e n e r a l in su ra n ce  e ip e m e *  1 F x h tb it  5 . (  o l*  1 a n d  2. L in e  13
21 In su ran ce  1 a ie * . Iter n a n  a n d  lee* . d e lu d in g  lt d t r a l  in co m e  t a m  1 E x h ib it  ti. t  <it» 1 a n d  2. l i n t  lit .
2 5  In c r ta a r  m binding <m and  n a t  <»f collection in r i m  of loading on d t l t r r t i l  and  uncollected  prem ium *
2»>
27 I t r ia l  1 Item * 20 to  2l’ ■
2K N tt g a in  Iront operation*  h t lo r t  d iv td tn d s  to  poitcvholdtTs and  1e>ttra! m cum e t u n  and  d e lu d in g  cap ita l gam* 
and  I t u t a  ' Item  7 minu* I t tm  27.
2d I h v id m d s  to  l i l t  p u liryhu ide t^  1 E xh ib it 7
3(1 I hv tdend* o n  ac o d e n t and  heall h policies E xhib it 7 >
31 In c r ta a r  m  a n n u m  pm vtatnnally  held fra deferred  d tv tdend  polrcte*
32 T o ta i  ' Item * 2** 10 31
32A S e t gam  from  operation#  a fte r div idend* to  pnficyhofder* a n d  before federal incom e ta* t» , excluding cap ita l gain* 
an d  koaae* Item  28 tntnu* Item  32
32R Federal inennye ta a e t  incu rred  in c lu d in g  t a i  on  cap ita l gam*
33 N k t  Oain Faoar ()m a*T K iN s A r r t a  DtviogNpa t o  P o n c v H o tu c a *  a n d  F in c a A i Iniomc T a x i*  (excluding
tax  o r  c ap ita l gain* ' amp E x i t r n iN t .  C a p i t a l  (»ain* anti U n a c *  1 Item  32A minu* Item  32B '
SURPLUS ACCOUNT
Sp atia l aurplua fund# D atam hpr i t ,
tiro## paid in and
Ignad aurplia  Hatam har 31,
N at ( a m  (n u n  I tem  31.
1 <>( Saparalc Ar 
Stparatn A m ount
irplua <<( Sp paralt A1-
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As d is c u s s e d  i n  C h a p te r  I I I ,  b o n d s  a r e  r e p o r t e d  a t  a m o r t iz e d  
c o s t ,  p r e f e r r e d  s to c k s  a t  c o s t ,  and  common s to c k s  a t  q u o ta t i o n s  p r e ­
s c r ib e d  by t h e  N a t io n a l  A s s o c ia t io n  o f  I n s u r a n c e  C om m issio n ers  (M a rk e t-  
v a l u e ) .  M o rtg ag e  lo a n s  a r e  c a r r i e d  a t  c o s t  t o  t h e  company o r  a t  
a m o r t iz e d  c o s t .  A m o r t iz a t io n  i s  r e q u i r e d  a s  a  r e s u l t  o f  t h e  m o rtg a g e s  
b e in g  p u rc h a s e d  a t  e i t h e r  a  prem ium  o r  a  d i s c o u n t .  R e a l e s t a t e  i s  
n o rm a lly  r e p o r t e d  a t  c o s t  l e s s  d e p r e c i a t i o n .  P o l ic y  lo a n s  a r e  r e p o r t e d  
a t  th e  o u ts t a n d in g  b a la n c e  owed by t h e  p o l i c y h o l d e r .  A l l  o th e r  a s s e t s ,  
in c lu d in g  c a s h ,  some r e c e i v a b l e s ,  and  e q u ip m e n t, a r e  r e p o r te d  a t  c o s t .
S u rp lu s  te d  oth,
The t o t a l  l i a b i l i t i e s  o f  a s to c k  l i f e  in s u r a n c e  company a r e  
r e p o r te d  on L in e  26  o f  E x h ib i t  I I ,  L i a b i l i t i e s ,  S u r p lu s ,  and O th e r 
FUnds. A t a b u l a t i o n  o f  th e  l i n e  i t e m s  c o m p ris in g  E x h ib i t  I I  f o r  sev en  
e s t a b l i s h e d  s to c k  com pan ies  (e a c h  m ore th a n  45 y e a r s  o ld )  r e p o r te d  i n  
th e  1964 Ns k  Y ork In s u r a n c e  D g re rtflw n t R e p o r t i s  l i s t e d  a s  f o l l o w s :
L i a b i l i t i e s  o f  7 S e le c te d  S to c k  C om panies by 
NAIC Statem ent B lan k  L i a b i l i t y  I te m -1 9 6 4  
New Y ork In s u r a n c e  D ep artm en t Report^
NAIC Statem ent (d o l la ra  shown in  m illio n s )
B lank  Item T i t le  E stab lish ed  Companies
Stock
  --------------------------------------------------------------------- D ollars_________ Percent
1 .  A g g re g a te  r e s e r v e  f o r  l i f e  p o l i c i e s
and  c o n t r a c t s   $ 1 2 ,1 2 9  7 2 .7 4
3
Joseph C. Noback, L ife Insurance Accounting A Study o f  the  F in­
a n c ia l  S tatem ents o f L ife  Insurance Companies in  th e  United S ta te s  and 
Canada (Homewood; Richard D. Irw in , I n c . ,  1 9 6 ? ; ,  p . 1 1 6 . C itin g  1964 
New Y ork Insurance Department R eport.
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New York Insurance Department Report -  continued
NAIC Statem ent (d o l la r s  shown in  m illio n s )
Blank Item T it le  E stab lish ed  Companies
Stock
____________________________________________________D ollars________ Per99C&,-
2. Aggregate reserve  fo r  acc id en t and
h e a lth  p o l i c i e s . . ...................... ............  $ 264 1.58
3» Supplementary c o n tra c ts  w ithout
l i f e  co n tin g en c ies   503 3*02
4* P o licy  and co n tra c t claim s
4 .1  L ife ...............................................................  159 .95
4*2 A ccident and h e a l th ......................  215 1.29
5« P o lic y h o ld e rs1 dividend accumu­
la t io n s  • •    146 .88
6. P o licy h o ld e rsT d iv idends due and
unpaid • • * . . . ..........    2 .01
7. P rov ision  fo r po licyholders*
d iv id en d s............................................   89 >53
8. Amount p ro v is io n a lly  held fo r
d efe rred  dividend p o l ic i e s   0 .00
9. Premiums and annu ity  co n sid era tio n s
received  in  a d v a n c e . . . . .    136 .82
10. L ia b i l i ty  fo r premium d ep o sit funds 218 1.31
11.1 Surrender va lues on canceled p o l ic ie s  95 *57
11.2 P rov ision  fo r experience r a t in g  re ­
funds................................................    79 *47
A ll w r i te - in  item s except those
numbered 25      42 .25
13-15A. Commissions, expenses, and tax e s
due or a c c r u e d . . . . . . . . ........................  129 *77
16-24. Amounts w ithheld , rem ittan ces not
allow ed, e t c . .....................   132 .79
25. M iscellaneous l i a b i l i t i e s ,  excluding
l in e  2 5 .1 .................................................... 377 2.26
25*1 Mandatory S e c u r i t ie s  V aluation
R eserve..............     277 1.66
27+29 . S u rp lu s    1,443 8.65
28. C ap ita l p a i d - u p . . . . .    241 1.45
T o ta l   $16,67*4 100.00
Policy  re s e rv e s , the raa.ior item  in  th e  S tatem ent, rep re se n ts  the
amounts needed to  pay fu tu re  p o licy  b e n e f i ts .  An exp lanation  o f the
computation o f  po licy  re se rv es  and th e  e f f e c t  o f  i n t e r e s t ,  m o rta li ty ,
and m orbidity  assum ptions was p resen ted  in  Chapter I I I .
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P o licy h o ld e rs1 dividend accum ulations re p re se n ts  d iv idends 
dec la red  on p a r t ic ip a tin g  p o lic ie s  and l e f t  on d ep o sit with the  company 
a t  i n t e r e s t .  P rov ision  fo r po licyholders*  d ividends r e f l e c t s  the  amount 
o f fu tu re  d ividends on p a r t ic ip a t in g  p o l ic ie s .  The amount rep o rted  i s  
"an estim ate  o f those d iv idends th a t  w i l l  be paid to  owners o f p a r t i c i ­
pa tin g  p o lic ie s  during a s p e c if ic  period  in  th e  calendar year follow ing 
the  d a te  o f th e  s ta te m e n t."  L ia b i l i t ie s  fo r  premium d ep o sit funds, as 
d iscussed  in  Chapter I I I ,  re p re se n ts  premiums th a t  have been paid  in  
advance of the  due date  by the  p o licy h o ld e r.
The item  id e n t i f ie d  as C ap ita l paid-up  " re p re se n ts  th e  par 
value o f a l l  shares o f stock ou tstand ing  ( i . e . ,  sold to  th e  s to ck h o ld e rs) ."^  
I f  the  stock i s  so ld  a t  a p ric e  in  excess o f par v a lu e , th e  d iffe re n c e  
i s  rep o rted  in  the  Surplus Account, E xh ib it I I I ,  as Surplus p a id - in .
The amount rep o rted  in  E xh ib it I I  fo r S p ec ia l Surplus Funds, 
l in e  item  #27, and Unassigned S urp lus, l in e  item  #29, a re  computed in  
th e  Surplus Account, E xh ib it I I I .  S p ec ia l su rp lu s funds a re  re se rv es  
accumulated to  provide fo r a n tic ip a te d  co n tin g en c ies .
Summary o f  O perations
T o ta l income repo rted  in  the  Blank c o n s is t o f  premium income and 
investm ent income. Iremium income i s  u su a lly  recognized on th e  anni­
versary  date  o f the  p o lic y . Investm ent income, repo rted  as l in e  item
^ Ib id . . p .  115.
^Charles L. Van House and W. Rogers Hammond, Accounting fo r Life 
Insurance Companies (Homewood: Richard D. Irw in , I n c . ,  1969), P. 15S.
100
A, i s  computed in  E xh ib it I I  o f  th e  Blank. The amount rep o rted  i s  
gross investm ent income ( in te r e s t  on bonds and m ortgages, d iv idends 
on s to ck , e t c . )  minus investm ent expense, investm ent ta x e s  (exclud ing  
fe d e ra l income ta x )  and d e p re c ia tio n  on r e a l  e s t a t e .
Major item s o f expense inc lude  payment o f  b e n e f i ts ,  in c re a se  in  
re s e rv e s , commissions, and o th er o p e ra tin g  expenses.
Item  28, n e t gain  from o p e ra tio n s  befo re  d iv idends to  p o lic y ­
ho lders and excluding c a p i ta l  ga ins and lo s s e s ,  re p re se n ts  t o t a l  income 
re p o rte d , item  7, le s s  d ed u ctio n s , item  27.
D eterm ination o f th e  amount rep o rted  a s  Dividrnids to  P o licy h o ld e rs , 
item  29, i s  supported by E xh ib it 7 o f th e  Blank. I t  i s  somewhat con­
fusing  to  see the  account t i t l e  "D ividends to  P o licy h o ld ers"  when the  
insurance company i s  organized a s  a stock company. U sually  d iv idends 
o f t h i s  s o r t  a re  a sso c ia ted  w ith a mutual company o p e ra tio n . However, 
i t  i s  p o ss ib le  fo r stock  companies to  is su e  p o l ic ie s  on both a non­
p a r t ic ip a t in g  or a p a r t ic ip a t in g  b a s is .  "A p a r t ic ip a t in g  p o lic y  i s  a 
type o f  insu rance  c o n tra c t under which th e  p o licy h o ld er re c e iv e s  
p e rio d ic  re  f in d s  (u n fo rtu n a te ly  c a lle d  d iv idends) to  th e  e x te n t th a t  
the  management o f  th e  in s u re r  deems such refunds w arranted a s  a r e s u l t  
o f the  company’ s experience ."^
Federal income ta x  i s  deducted f*om n e t gain  from o p e ra tio n s  
a f t e r  d iv idends to  p o licy h o ld e rs  bu t befo re  fe d e ra l  income ta x  to  
determ ine th e  f in a l  f ig u re  rep o rted  in  th e  Summary o f  O pera tions. The
^Joseph M. B e lth , P a r t ic ip a t in g  L ife  Insurance Sold by Stock 
Companies (Homewood: R ichard D. Irw in , I n c . ,  1965), p . 3*
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fe d e ra l income ta x  repo rted  i s  determ ined under th e  p ro v is io n s  o f th e  
U. S. L ife Insurance Income Tax Act o f 1959 and excludes p r io r  period  
item s and ta x  on c a p i ta l  g a in s . The f in a l  f ig u re  repo rted  in  the  
Summary o f  O perations i s  t ra n s fe r re d  to  th e  Surplus Account fo r  determ i­
n a tio n  o f  t o t a l  su rp lu s  a t  year end.
Surplus Account
The Surplus Account p rov ides th e  t r a d i t io n a l  l in k  between th e  
Summary o f O pera tions, E xh ib it I I I ,  and L ia b i l i t i e s ,  S u rp lu s, and Other 
Funds, E xh ib it I I .  The determ ina tion  o f Unassigned Surplus a t  year 
end i s  u su a lly  a product o f th e  fo llow ing computation:
Unassigned su rp lu s a t  end o f p revious year
P lu s:
Net ga in  from opera tio n s
Net c a p i ta l  gains
Net ga in  from nonadmitted a s s e ts
Less:
D ividends to  stockholders 
In c rease  in  MSVR
In crease  in  reserve  re s u l t in g  from change in  v a lu a tio n  
b a s is .
Equal:
Unassigned Surplus rep o rted  a s  ( l )  Surplus Account, item  
50B, and (2) Unassigned S urp lu s, item  29B, L ia b i l i t i e s ,  
S u rp lu s , and Other Funds
In a d d itio n  to  th e  Unassigned S urp lu s, the  Surplus Account r e f l e c t s  
the  r e c o n c i l ia t io n  o f  th e  ending balance o f S p ec ia l Surplus Funds and 
Gross P a id -In  and C ontributed S urp lus. The amounts computed in  the  
Surplus Account a re  rep o rted  in  E xhib it I I I ,  L i a b i l i t i e s ,  S u rp lus, and 
Other Funds a s  item s 27 and 29A.
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The d iscu ss io n  o f  th e  Surplus Account concludes th e  examination 
o f  th e  f in a n c ia l  s ta tem en ts included  in  th e  NAIC Statem ent Blank. A 
d e ta i l  exp lanation  o f  each l in e  item  included in  th e  f in a n c ia l  sta tem ents 
i s  not p o ss ib le  w ith in  th e  l im i ts  imposed on t h i s  s tudy . M a te ra lity , 
as determ ined through use o f  v a rio u s  ta b le s ,  was used as a c r i t e r i a  in  
se le c tin g  in d iv id u a l NAIC Statem ent Blank item s to  be examined. A lso, 
an e f f o r t  was made to  r e l a te  th e  d isc u ss io n  o f  accounting  techn iques 
described  in  Chapter H I  to  th e  re p o r tin g  requirem ents re f le c te d  in  the  
NAIC Statem ent Blank.
The form and conten t o f th e  f in a n c ia l  s ta tem en ts included in  the  
NAIC Statem ent Blank have evolved over a number o f  y e a rs . As in d ic a te d  
e a r l i e r ,  New York s ta te  in  1849 imposed th e  f i r s t  form al rep o rtin g  
requirem ents on l i f e  insurance companies. Since th e n , the  Blank has 
developed in to  i t s  p resen t form, w ith th e  l a s t  major re v is io n  occurring  
in  1951. The o v e ra l l  o b jec tiv e  o f  th e  NAIC Statem ent Blank i s  to  pro­
vide ample in fo rm ation  to  th e  s ta te  re g u la to ry  agency to  allow  an 
ev a lu a tio n  o f  th e  o p e ra tio n s  o f  th e  l i f e  in su rance  company w ith an 
emphasis on p ro te c tio n  o f th e  p o lic y h o ld e r .
In  a d d itio n  to  th e  NAIC Statem ent Blank, stock  l i f e  insurance 
companies p repare annual re p o r ts  in tended  fo r  p o lic y h o ld e rs , stock ­
h o ld e rs , and o th er in te r e s te d  p a r t i e s .  The f in a n c ia l  sta tem ents o f the  
company a re  included a s  p a r t  o f  th e  annual r e p o r t .  Such f in a n c ia l  
sta tem ents and th e  C e r tif ie d  P ublic  A c co u n ta n ts  opinion expressed on 
those  sta tem en ts i s  considered fo r th e  rem ainder o f t h i s  ch ap te r.
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Annual Reports S tygkh^dS is 
The published annual re p o r ts  p resented  to  th e  shareho lders of 
stock  l i f e  in su rance  companies include  four b a sic  f in a n c ia l  s ta tem en ts . 
These f in a n c ia l  sta tem ents a re  id e n t i f ie d  as th e  Balance S hee t, S ta te ­
ment o f O perations, Surplus S tatem ent, and Statem ent o f Changes in  
F in an c ia l P o s itio n . Statem ent p re se n ta tio n  i s  in fluenced  by the  NAIC 
Statem ent Blank, and in  some s t a t e s ,  such as New York, th e  published 
annual sta tem ents can not depart from th e  NAIC Statem ent Blank.
The in d iv id u a l f in a n c ia l  sta tem ents p resen ted  by stock  l i f e  
insurance companies w il l  be compared w ith conventional f in a n c ia l  s ta te ­
ments in  o rder to  e s ta b lis h  s ig n if ic a n t  d iffe re n c e s  in  th e  content and 
form of p re se n ta tio n . Because o f  th e  m a te ria l d iffe re n c e s  in  concept 
and p re se n ta tio n , th e  Owners Equity accounts w il l  be in v e s tig a te d  in  
d e ta i l  in  a sep a ra te  se c tio n .
Form and Content o f  F in an c ia l Statem ents
The f in a n c ia l  s ta tem ents included in  th e  annual re p o rt published 
by stock  l i f e  insurance companies d i f f e r s  from conventional f in a n c ia l 
sta tem ents in  both form and co n ten t. Basic conventional f in a n c ia l  s t a te ­
ments a re  id e n t i f ie d  as fo llow s: Balance S hee t, Income S tatem ent, S ta te ­
ment o f Retained Earnings and Statem ent o f Changes in  F in an c ia l P o s itio n . 
The o b jec tiv e  of th e  Balance Sheet i s  to  re p o rt th e  f in a n c ia l  p o s itio n  
o f the  accounting  e n t i ty  as o f th e  end o f th e  accounting  p e rio d . The 
Income Statem ent re p o rts  the revenues earned and expenses incu rred  for 
the  accounting p e rio d . The Statem ent o f R etained Earnings r e f le c t s  an 
anal y s is  u f the  re ta in e d  earn ings account fo r the  period  and provides
10A
a l in k  between th e  Income Statem ent and th e  Balance Sheet. The S ta te ­
ment o f Changes in  F inancia l P o s itio n  r e f l e c t s  th e  financ ing  and in v e s t­
ing a c t i v i t i e s  oeeuxring during the  accounting period  and a c ts  to  
supplement the  o th er f in a n c ia l  s ta tem en ts.
The Statem ent o f Changes in  F in an c ia l P o s itio n  i s  a rec en t 
a d d itio n  to  th e  b asic  f in a n c ia l  s ta tem en ts . In  i t s  o r ig in a l  form, the  
Statem ent o f Changes in  F in a n c ia l P o s itio n  was id e n t i f ie d  as the  
Statem ent o f Sources and A pp lica tion  o f  Funds. Opinion No. 3 o f  th e  
Accounting P r in c ip le s  Board, issued  in  October 1963, encouraged the  
p re sen ta tio n  o f  th e  funds sta tem ent but d id  not re q u ire  i t s  p re s e n ta tio n . 
In  March 1971, th e  APB issued  Opinion No. 19 which s ta te d  "When 
f in a n c ia l  s ta tem ents . . . a re  is su e d , a statem ent summarizing changes 
in  f in a n c ia l  p o s it io n  should a lso  be p resen ted  a s  a basic  f in a n c ia l
7
statem ent fo r each period fo r  which an income sta tem ent i s  p re sen te d ."
As a r e s u l t  o f  Opinion No. 19, the  Statem ent o f  Changes in  F in a n c ia l 
P o s itio n  i s  now considered a s  a b a s ic  f in a n c ia l  statem ent and i s  
included along w ith th e  o th er f in a n c ia l  sta tem ents in  the  annual re p o rt 
to  th e  s to ck h o ld e rs .
The b a s ic  f in a n c ia l  sta tem ents published  by stock  l i f e  insurance 
companies a re  id e n t i f ie d  as th e  Balance Sheet, Statem ent o f O perations, 
Surplus S tatem ent, and Statem ent o f  Changes in  F in a n c ia l P o s itio n . For
7
Accounting P r in c ip le s  Board, Opinions o f  th e  Accounting 
P rin c ip le ?  Bgard !&• 12» R eporting Changes in  F in a n c ia l P o s i t io n . March 
1971 (New York: American I n s t i tu t e  o f C e r tif ie d  Public  A ccountants,
1971), p . 37?.
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year ended December 31# 1971, e ig h ty -fo u r per cen t o f  th e  156 aud ited
stock l i f e  companies included in  th e  E rnst & E rnst L ife  Insurance
F inancia l R eporting Trends p resen ted  a l l  four s ta tem ents in  th e i r  
A 8annual re p o r t .
The major d iffe re n c e  in  the  id e n t i f ic a t io n  o f  conventional 
f in a n c ia l  sta tem ents and l i f e  insu rance  f in a n c ia l  s ta tem en ts i s  the  
Surplus Statem ent d e s ig n a tio n . The su rp lu s  account d e s ig n a tio n , used 
a t  one time in  f in a n c ia l  accoun ting , has evolved from su rp lu s , to  
earned su rp lu s , to  i t s  c u rre n t d e s ig n a tio n , re ta in e d  e a rn in g s . P res­
e n tly ,  in  f in a n c ia l  accoun ting , th e  term  ’’su rp lu s” i s  sanctioned only
Q
when re f tr r in g  to  an a p p ro p ria tio n  o f  re ta in e d  e a rn in g s .7
The form o f  the  Balance Sheet p resen ted  by l i f e  insurance  
companies d i f f e r s  from conventional Balance Sheets in  two ways. The 
conventional Balance Sheet appears a s  a c la s s i f ie d  Balance Sheet. 
Assets a re  c la s s i f ie d  a s  C urrent A sse ts , Investm ents, P lan t and Equip­
ment and Other A sse ts . L ia b i l i t i e s  a re  c la s s i f ie d  a s  Current and 
long Term. Owner Equity i s  c la s s i f ie d  as C ontributed  C ap ita l and 
Retained E arn ings. The conventional c la s s i f ic a t io n s  provide a b a s is  
fo r the  determ ination  o f a s e r ie s  o f r a t i o s ,  such a s  th e  c u rren t r a t i o
8
E rnst 4 E rn s t, F in a n c ia l R eporting Trends. L ife In su rance .
1972 (E rnst & E rn s t, 1972), p . 93.
9
Committee on Terminology, Review and Rasnm^7 Accounting Termi­
nology B u lle tin  No. 1 (New York: American I n s t i tu t e  o f  C e r tif ie d
Public A ccountants, 1961), p . 27.
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(CA*CL), and o th er f in a n c ia l  in d ic a to r s ,  such a s  working c a p i ta l  
(CA-CL). L ife  insurance  companies do no t pu b lish  c la s s i f ie d  Balance 
Sheets but in s tea d  merely l i s t  th e  in d iv id u a l A sse ts , L ia b i l i t i e s ,  
C a p ita l and Surplus a s  o f th e  end o f  th e  accounting  period*
The second d if fe re n c e , r e f le c te d  in  th e  Balance Sheet o f l i f e  
insu rance  companies, i s  th e  o rder o f l i s t i n g  th e  A ssets and L ia b i l i t i e s .  
In stead  o f  re p o rtin g  cash and accounts payable a s  th e  f i r s t  item s in  th e  
Balance S hee t, l i f e  insu rance  companies re p o rt bonds as th e  f i r s t  a s s e t  
and re p o r t  p o licy  re se rv e s  a s  th e  f i r s t  l i a b i l i t y .  These d if fe re n c e s  
in  re p o rtin g  p ra c tic e s  r e s u l t  from th e  use o f  th e  NAIC Statem ent Blank 
format in  p reparing  f in a n c ia l  s ta tem ents to  be p resen ted  to  the  
sh a reh o ld e rs .
Although th e  NAIC Statem ent Blank in flu e n c e s  th e  published  annual 
r e p o r ts , ’’e ig h ty - th re e  per cen t o f  stock  companies (included  in  the  
E rnst St E rn st 1972 F in a n c ia l R eporting Trends) used o th er th an  NAIC
10
Statem ent Blank term inology to  descrf.be th e  income statem ent in  1971.” 
The term inology used in  th e  NAIC Statem ent Blank i s  the  Summary o f 
O perations. The t i t l e  used in  pub lished  re p o r ts  was Statem ent o f 
O perations or Statem ent o f  Income.
The published  Statem ent o f O perations fo llow s th e  p resc rib ed  
form o f the  NAIC Statem ent Blank Summary o f O perations. The method o f 
p re se n ta tio n  can be id e n t i f ie d  a s  a b a s ic  s in g le  s te p  income sta tem ent 
w ith minor m o d ifica tio n s .
10
E rnst & E rn s t, ££. c l t . . 1J+5•
107
The form o f  th e  conven tional s in g le  s te p  income sta tem ent i s  
p resen ted  as fo llow s:
Revenues ft XXX
Cost and expenses XXX
Income befo re  ex trao rd in a ry  item s $ XX
E xtraord inary  item s ( le s s  
ap p lica b le  income ta x )   X
11
Net income ft XX
The Statem ent o f O perations p resen ted  by a l i f e  in su rance  company 
i s  summarized as fo llow s:
Income:
T o ta l Premiums $ XXX
Net Investm ent Income XXX
T o ta l Income ft XXX
B en efits  and Expenses:
B en efits  to  P o licy h o ld e rs  ft XXX
A dditions to  Reserves XXX
Ccomlssions XXX
Other Expenses XXX
Dividends to  L ife  P o licy h o ld ers  XXX
T o ta l B en efits  and Expenses ft XXX
Net Income ft XX
In stead  o f  th e  term  "Cost and Expenses" l i f e  in su rance  companies
re p o r t  "B en efits  and E xpenses." For a conventional m erchandising
o p e ra tio n , th e  Cost o f  Goods Sold i s  one o f  th e  m a te r ia l  deductions
Accounting P r in c ip le s  Board, Opinions o f  th e  Accounting P rin ­
c ip le s  Board No. 2 , R eporting th e  R esu lts  o f  O perations. December 
1966 (New York: American I n s t i tu t e  o f  C e r t i f ie d  P ub lic  A ccountants,
1967), p . 114.
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a f fe c t in g  th e  dete rm ina tion  o f  n e t income. For a l i f e  insu rance  
company, B e n e fits  Paid to  P o licyho lders i s  a major deduction  in  
computing n e t income.
A problem o f  id e n tify in g  expenses not experienced in  conven­
t io n a l  Income Statem ent p re se n ta tio n  invo lves th e  l i f e  insurance 
account ’’Dividends to  P o licy h o ld e rs .” The NAIC Statem ent Blank (See 
E xh ib it I I I )  re p o r ts  on l in e  29, Dividends to  L ife  P o licy h o ld e rs . The 
o r ig in  o f  t h i s  account has been p rev io u s ly  mentioned and i t s  presen­
ta t io n  in  published  re p o r ts  causes some d i f f i c u l ty .  Normally, 
d iv idends a re  a sso c ia te d  w ith stockho lders and consequently  a re  r e ­
ported  as Owners Equity or Surplus item s. For pub lished  annual re p o r ts  
by l i f e  in su rance  companies the  most p rev a len t method o f  re p o rtin g
div idends and /o r tax es  was a sep ara te  l in e  in  the  expense sec tio n  o f
12the  Statem ent o f  O perations.
L ife  insurance  companies do no t adhere to  th e  trea tm en t o f 
ex trao rd in a ry  item s req u ired  o f conventional accounting  by Opinion 
No. 9 o f th e  APB. In stead  th e  method o f  p re se n ta tio n  used by l i f e  
insurance companies i s  comparable to  th e  cu rre n t o p e ra tin g  concept, 
used a t  one tim e in  conventional accoun ting . Under th e  cu rren t 
o p e ra tin g  concept, ex trao rd in a ry  item s were rep o rted  in  th e  re ta in e d  
earn ings account r a th e r  than  included in  th e  income sta tem en t. L ife
^ T h e  E rnst & E rnst 1972 F in a n c ia l Reporting Trend s . L ife 
In su rance , p . 147, s ta te d  th a t  s ix ty - th re e  per cent o f  aud ited  stock  
companies rep o rted  a separa te  l in e  fo r d iv idends an d /o r ta x e s .
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Insurance companies r e f l e c t  only c u rren t item s in  the  Statem ent o f 
O perations and record  ex trao rd in a ry  and p r io r  period  adjustm ents 
d i r e c t ly  in  th e  su rp lus accoun t.
The Statem ent o f Retained Earnings p resc rib ed  by Opinion No. 
9 o f  th e  APB i s  o u tlin ed  as fo llow s:
R etained earn ings a t  beginning o f year
As p rev iously  rep o rted  $ XXX
P rio r  period  adjustm ent XX
As re s ta te d  $ XXX
Net income XX
Dividends XX
Retained earn ings a t  end o f year
The Statem ent o f Retained Earnings does not inc lude  co n trib u ted  
c a p i ta l  t r a n s a c tio n s . Any co n trib u ted  c a p i ta l  o r p a id - in  c a p i ta l  
t ra n s a c tio n s  th a t  occurred during  th e  period  a re  r e f le c te d  in  a 
sep ara te  schedule re c o n c ilin g  the  beginning and ending ba lances o f 
co n trib u ted  c a p ita l  accoun ts .
The Surplus S tatem ent, included in  th e  NAIC Statem ent Blank 
(E xh ib it I I I )  d i f f e r s  considerab ly , in  both form and co n te n t, from the 
Statem ent o f  Retained E arn ings. Item #37, Net Gain, and item  #43, 
Dividends to  S tockholders, a re  comparable to  Net Income and Dividends 
repo rted  in  the  Statem ent o f R etained E arn ings. However, except fo r 
these  two item s, th e re  i s  l i t t l e  s im ila r i ty  between th e  Surplus 
Statem ent and th e  Statem ent o f  Retained E arnings.
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R eporting p ra c t ic e s  used by th e  a u d ited  stock  l i f e  insurance
companies included in  th e  1972 E rnst & E rnst survey were a s  fo llow s:
80% -  p resen ted  a sep ara te  earned su rp lu s statem ent
20* -  p resen ted  a combined or unsegregated  su rp lu s  
sta tem ent or no su rp lu s  s ta te m e n t .^
A more d e ta ile d  comparison and c o n tra s t  o f conventional and 
l i f e  insurance  su rp lu s re p o rtin g  p ra c t ic e s  w i l l  be p resen ted  in  the 
d iscu ss io n  o f  re p o r tin g  owners eq u ity  accoun ts . S p ec ia l co n sid era tio n  
o f  owners eq u ity  i s  ju s t i f ie d  because th e  e f f e c ts  o f  owners equ ity  
t ra n s a c tio n s  a re  r e f le c te d  in  both th e  Surplus Statem ent and Balance 
Sheet.
The f in a l  f in a n c ia l  sta tem ent to  be considered i s  th e  Statem ent 
o f Changes in  F in a n c ia l P o s itio n . As p rev io u sly  in d ic a te d , the  S ta te ­
ment o f  Changes in  F in a n c ia l P o s itio n  was req u ired  a s  p a r t  o f  the  
pub lished  f in a n c ia l  re p o r ts  by Opinion No. 19 o f th e  APB adopted in  
March 1971.
In  conventional f in a n c ia l  re p o r t in g , 559 companies out o f  the  
600 included in  th e  Accounting Trends & Techniques fo r  y ear ended 
February 10, 1971, included c e r t i f i c a t io n  o f  th e  Statem ent o f  Changes 
in  F in a n c ia l P o s itio n  in  th e  a u d ito rs*  r e p o r t .  Forty-one o f  th e  
companies included in  th e  1971 Accounting Trends & Techniques did not 
p resen t such a sta tem ent or th e  sta tem ent was not included in  th e  
au d ito rs*  opin ion .^*
13E rnst & E rn s t, o£. c i t . . p . 185.
^A m erican I n s t i tu t e  o f  C e r t i f ie d  P ublic  A ccountants, Accounting 
Trends & Techniques. 1971. 25th E d itio n  (New York: American I n s t i tu te
o f C e r tif ie d  P ub lic  A ccountants, 1971), p . 255.
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The Statem ent o f  Changes in  F in an c ia l P o s itio n  a s  p rescribed  
by th e  APB may be based on th e  cash o r working c a p i ta l  concept and
should include  a l l  financ ing  and in v e s tin g  a c t i v i t i e s  conducted by
15the  firm . The sta tem ent can e i th e r  be o f a ba lancing  form or can 
r e f l e c t  th e  de te rm ina tion  o f  in c re a se  o r decrease in  cash or working 
c a p i ta l .
There i s  no statem ent in  th e  NAIC Statem ent Blank to  compare 
w ith the  Statem ent o f  Changes in  F in an c ia l P o s it io n . Although the  
statem ent i s  not req u ired  by s ta te  in surance  com m issioners, 146 o f 
the 200 au d ited  stock  l i f e  companies included in  th e  1972 E rnst &
E rnst survey, included th e  fUnds sta tem ent in  the  pub lished  annual 
re p o rts  fo r year ended December 31, 1971* &it o f th e  li»6 companies 
p resen tin g  th e  funds s ta tem en t, 130 companies defined  "funds” as cash .
The form and conten t o f  th e  f in a n c ia l  sta tem ents p resen ted  by 
stock  l i f e  in su rance  companies d i f f e r s  from conven tional f in a n c ia l  
s ta tem en ts. The prim ary d iffe re n c e s  a re  a t t r ib u ta b le  to  th e  in fluence  
o f s ta tu to ry  re p o rtin g  requ irem ents, th e  NAIC Statem ent Blank, on th e  
f in a n c ia l  s ta tem ents p resen ted  by l i f e  in su rance  companies. Ibe 
published f in a n c ia l  sta tem ents p resen ted  by insurance  companies a re  
norm ally id e n t i f ie d  a s  the  Balance S heet, Statem ent o f  O perations, 
Surplus S tatem ent, and Statem ent o f  Changes in  F in a n c ia l P o s itio n .
"^APB, Opinion No. 19, op. c i t . . pp. 373-374*
^^Ernst ft E rn s t, op. c i t . .  p . 194.
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One o f  th e  major d iffe re n c e s  between insurance f in a n c ia l  sta tem ents 
and conventional f in a n c ia l  sta tem ents i s  th e  p re se n ta tio n  o f  Owners 
Equity accounts which w i l l  be d iscussed  in  th e  next s e c tio n .
Composition s i  Owners E quity  Accounts
Conventional f in a n c ia l  statem ent p re se n ta tio n  o f  owners eq u ity
accounts i s ,  in  p a r t ,  in fluenced  by Opinion No. 12 o f tho.AEf}. This
opin ion  s ta te s  th a t  "when both f in a n c ia l  p o s it io n  and r e s u l t s  from
o p e ra tio n s  a re  p re sen te d , d isc lo su re  o f  changes in  th e  sep ara te
accounts comprising stockholders* eq u ity  ( in  a d d itio n  to  re ta in e d
earn ings) . . .  i s  req u ired  to  make such sta tem ents s u f f ic ie n t ly  
17in fo rm a tiv e .”
The format o f th e  Statem ent o f  Retained E arn ings, as req u ired  by 
Opinion No, 9 o f the  APB, has been p rev iously  p resen ted . The owners 
eq u ity  accoun ts , o th er than  re ta in e d  ea rn in g s , a re  c a p i ta l  stock  and 
o th er co n trib u ted  c a p i ta l  and th e se  item s may be included  in  th e
f in a n c ia l  sta tem ents in  the  follow ing form:
Preferred Stock I Common Sto c F “ ■ M aiU o n ar
P a id -In
C ap ito lShares Amount Shares ^mount
Balance, January 1,
1971 XXX $ XXX XXX $ XXX $ XX
E xercise o f  common
stock  op tions XX XX XX
Common stock dividend XX XX XX
Sale o f p re fe rre d  stock XX XX I XX
Balance, December 31, 1
1971 XXX $ 'XXX XXX i  XXX f  XX
r —
Accounting P r in c ip le s  Board, Opinions o f  th e  Accounting P r in ­
c ip le s  f3oard No. 12. Onnlbus Opinion -  1967. December 1967 (New York: 
American I n s t i tu t e  o f  C e r tif ie d  Public  A ccountants, 19^>7), p . 190.
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The y ear end balances o f  th e  owners equ ity  accounts a re  in d i -  
'v id u a l ly  p resen ted  in  th e  Balance S hee t. In  a d d itio n  to  th e  account 
t i t l e s  p rev io u s ly  l i s t e d ,  the  owners equ ity  se c tio n  o f  a conventional 
Balance Sheet may include  A ppropriated Retained Earnings and Treasury 
S tock. ’’A ppropriation  o f  re ta in e d  earn ings c o n s t itu te  a r e s t r i c t i o n  
on a s p e c if ic  p o rtio n  o f accumulated earn ings fo r  s p e c if ic  pu rp o ses.” ^ 
The a p p ro p ria tio n  can r e s u l t  from le g a l  requ irem ents, c o n tra c tu a l 
comnitments o r d is c re tio n a ry  a c ts  by the  board o f  d i r e c to r s .  The 
in d iv id u a l a p p ro p ria tio n s  a re  rep o rted  se p a ra te ly  but combined w ith 
unappropria ted  amounts to  r e f l e c t  t o t a l  re ta in e d  e a rn in g s . T reasury 
stock re p re se n ts  the  company’s own stock  th a t  has been reacq u ired .
The company must d isc lo se  th e  number o f  shares and can re p o rt tre a su ry  
stock  using  th e  cost o r p a r-va lue  method. The balance o f tre a su ry  
stock  can be deducted from th e  a p p lic a b le  stock  account or may be r e ­
ported  as th e  l a s t  item  in  th e  owners eq u ity  se c tio n  o f the  
conventional Balance Sheet.
The term ’’stockho lders or shareho lders eq u ity  or investment*1 
was used in  531 o f  th e  600 annual re p o r ts  included in  the  1971 
Accounting Trends & T e c h n i q u e s . ^  However, ’’stockho lders eq u ity ” was 
used in  only th ir ty - s e v e n  per cent o f th e  aud ited  stock  l i f e  insurance
18Glenn A. Welsch, Charles T. Z la to v ich , and John Arch White 
In term ediate  Accounting. Third E d itio n  (Homewood: Richard D. Irw in ,
I n c . ,  1972), p . 828.
19AICPA, Accounting Trends & Techniques, 1971. op. c i t . .
p. 122.
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companies included  in  th e  E rnst & E rnst 1972 F in a n c ia l R eporting 
20Trends. One o f  th e  term s freq u en tly  used by stock  l i f e  companies 
was " c a p i ta l  s tock  and su rp lu s ."
The owner eq u ity  se c tio n  o f th e  Balance Sheet o f  an insurance 
company does no t appear as com plicated a s  a conventional owners equ ity  
se c tio n . Many in su rance  annual re p o r ts  have only two o r th re e  item s 
l i s te d  in  th e  owners equ ity  se c tio n . The fo llow ing a re  examples:
R epublic N ational L ife  Insurance Company 
Stockholders* Equity
C a p ita l stock  o f  $1.00 par value per sh a re . 
A uthorized: 1971—9 ,AH#834 sh a re s , issued
1971—9,383,161 shares 
Unassigned su rp lu s
T o ta l S tockholders* Equity
C onnecticut General L ife Insurance Company
C a p ita l and S urp lus:
Common stock  
Contingency re se rv e s  
Unassigned su rp lu s
P rogressive  N ational L ife Insurance Company
C a p ita l stock  and su rp lu s :
Common s to ck , $ par v a lu e , A uthorized and 
issu ed  1,639,333 shares 
S u rp lu s :
Gross paid  in
Unassigned s ince  June 30, 1970 












20E rnst ft E rn s t, oj). c i t . , p . 136 
21I b id . ,  pp. 140-141
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The Surplus Statem ent p resen ted  by stock  l i f e  insu rance  com­
panies in  annual re p o r ts  i s  comparable to  th e  Surplus Account 
included in  the  NAIC Statem ent Blank (E x h ib it I I I ) .  The Surplus 
Statem ent i s  segregated  as to  earned su rp lu s  and p a id - in  su rp lu s  by 
most l i f e  companies.
In  th e  E rnst & E rnst 1972 survey, 151 out o f  156 au d ited  stock 
companies included a su rp lu s  statem ent as p a r t  o f  th e  annual re p o r t .  
The occurance o f  in d iv id u a l item s included in  th e  Surplus Statem ent 
a re  l i s t e d  a s  fo llow s:
Percentage o f  re p o r ts  p resen tin g  su rp lu s sta tem en ts which contained 
separa te  e n tr ie s  fo r :
The Surplus Statem ent p resen ted  by stock  l i f e  companies appears 
more com plicated and in c lu d es  more item s than  does th e  conventional 
Statem ent o f  Retained Earnings a s  requ ired  by Opinion #9  o f  the  APB.
Item J L
Gain from o p era tio n s
Change in  mandatory s e c u r i t ie s  v a lu a tio n  rese rv e
Change in  non-adm itted a s s e ts
U nrealised  c a p i ta l  ga ins
R ealized c a p i ta l  gains
C ap ita l ga in s (not segregated)
Cash d iv idends 
Stock d iv idends 
P rio r-y e a r  adjustm ent 
Reserve stren g th en in g  
T reasury stock  tra n s a c tio n s  
Reinsurance tra n s a c tio n s  
Merger expense












22I b id .. p. 188.
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companies included in  the  E rnst & E rnst 1972 F in a n c ia l Reporting 
20
Trends* One o f  the  term s freq u en tly  used by stock  l i f e  companies 
was " c a p i ta l  stock  and su rp lu s .”
The owner equ ity  se c tio n  o f  th e  Balance Sheet o f  an insurance 
company does not appear as com plicated as a conventional owners equ ity  
se c tio n . Many insurance annual re p o r ts  have only two o r th re e  item s 
l i s te d  in  the  owners equ ity  se c tio n . The fo llow ing a re  examples:
Republic N ational L ife Insurance Company 
Stockholders* Equity
C ap ita l stock  o f  $1.00 par value per sh are .
A uthorized: 1971—9,411,834 sh a re s , issu e d :
1971—9,383,161 shares 9,383,161
Unassigned su rp lus 48.270P544
T o ta l Stockholders* Equity 57,o53,705
C onnecticut General L ife Insurance Company 
C a p ita l and S urp lus:
Common stock  29,892,000
Contingency re se rv e s  69,806,000
Unassigned su rp lu s  137.376.000
237,074,000
Progressive N ational L ife Insurance Company
C ap ita l stock  and su rp lu s:
Common s to ck , $ par v a lu e , A uthorized and 
issued  1,639,333 shares 1,639,333
Surp lus:
Gross paid in  1,011,959
Unassigned since  June 30, 1970 389.452^-,
T o ta l c a p i ta l  stock  and su rp lu s 3,040,744
20E rnst & E rn st, oj). c i t . , p . 136 . 
21I b id . ,  pp. 140-141
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The Surplus Statem ent p resented  by stock  l i f e  in su rance  com­
panies in  annual re p o r ts  i s  comparable to  th e  Surplus Account 
included in  the  NAIC Statem ent Blank (E xh ib it I I I ) .  The Surplus 
Statem ent i s  segregated as to  earned su rp lu s  and p a id - in  su rp lu s  by 
most l i f e  companies.
In  th e  E rnst & E rnst 1972 survey, 151 out o f  156 au d ited  stock  
companies included a su rp lu s statem ent as p a r t  o f  th e  annual r e p o r t .  
The occurance o f  in d iv l p lu s Statem ent
are  l i s t e d  as fo llow s:
Percentage o f  re p o r ts  p hich contained
separa te  e n tr ie s  fo r:
The Surplus Statem ent p resen ted  by stock  l i f e  companies appears 
more com plicated and in c lu d es  more item s than  doe3 the  conventional 
statem ent o f  Retained Earnings as requ ired  by Opinion #9 o f  the  APB.
Gain from o p era tio n s  
Change in  mandatory sec 
Change in  non-adm itted 
U nrealized c a p i ta l  gain 
R ealized c a p i ta l  gains 
C ap ita l ga ins (not segregated)
Cash d iv idends 
Stock div idends 
P rio r-y e a r  adjustm ent 
Reserve streng then ing  
Treasury stock  tra n s a c tio n s  
Reinsurance tra n s a c tio n s  
Merger expense













22I b id . . p. 188.
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The form o f  th e  Surplus Statem ent in  th e  Balance Sheet i s  not th e  same 
form as i s  p resen ted  in  th e  NAIC Statem ent Blank* The f in a n c ia l  
statem ent p re se n ta tio n  o f  unappropria ted  su rp lu s  oomputes th e  balance 
as o f  th e  end o f  th e  period  ra th e r  than  re c o n c ilin g  t o t a l  d e b its  and 
c re d i ts  as i s  r e f le c te d  in  th e  NAIC Statem ent Blank.
In  conclusion i t  can be noted th a t  l i f e  insurance f in a n c ia l  
re p o r tin g , in  th e  case o f owners e q u ity , d i f f e r s  considerab ly  from 
conventional f in a n c ia l  re p o r t in g . For Balance Sheet p re s e n ta tio n , 
conventional sta tem ents r e f l e c t  a more complex arrangement o f th e  
equ ity  se c tio n  than  does l i f e  insurance re p o r t in g . The rev e rse  i s  
tru e  in  re p o r tin g  re ta in e d  earn ings or unappropria ted  su rp lu s , where 
l i f e  in su rance  rep o rtin g  appears more complex than  conventional r e ­
p o rtin g . The maior d if fe re n c e s  a re  once again  a t t r ib u te d  to  the  
in flu en ce  o f  th e  NAIC Statem ent Blank on l i f e  insurance re p o r tin g  
p ra c t ic e s .
C e r tif ie d  P ub lic  A ccountants* Rgpgrft fin F ^flncja]. Sfefl&gflgl&s
The standard  sh o rt form au d ito r* s  re p o r t  reads a s  fo llow s:
We have examined the  balance sheet o f X Company as o f 
December 31* 19— , and th e  r e la te d  s ta tem en ts o f  income and 
re ta in e d  earn ings and changes in  f in a n c ia l  p o s it io n  fo r the  
y ear then  ended. Our exam ination was made in  accordance 
w ith g en era lly  accepted a u t i t in g  s ta n d ard s , and acco rd ing ly  
included  such t e s t s  o f  th e  accounting  reco rds and such o th er 
a u d itin g  procedures a s  we considered necessary  in  th e  
c ircum stances.
In  our op in ion , th e  aforem entioned f in a n c ia l  s ta tem en ts 
p resen t f a i r ly  th e  f in a n c ia l  p o s it io n  o f X company a t  
December 31, 19— , and the  r e s u l t s  o f  i t s  o p e ra tio n s  and the  
changes in  i t s  f in a n c ia l  p o s it io n  fo r th e  year then  ended,
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in  conform ity w ith g en era lly  accep ted  accounting  p r in c ip le s  
ap p lied  on a b a s is  c o n s is te n t w ith  th a t  o f th e  proceeding
y e a r.
The a u d it  re p o r t rendered on th e  f in a n c ia l  s ta tem en ts o f  a 
stock l i f e  insurance company d i f f e r s  from th e  standard  sh o rt form a u d it 
rep o rt and may tak e  the  follow ing form:
C on tinen ta l American L ife  Insurance Company
We have examined th e  sta tem ent o f  a s s e ts  and l i a b i l i t i e s  
o f  C o n tin en ta l American L ife  Insurance  Company as o f  December 
31, 1971* and th e  r e la te d  s ta tem en ts o f  earn ings and su rp lu s 
account and changes in  f in a n c ia l  p o s it io n  fo r  th e  y ear then  
ended. Hie amounts a t  which th e  a c tu a r ia l  item s a re  r e f le c te d  
in  th e  f in a n c ia l  sta tem en ts were c e r t i f i e d  by E. P. H iggins 
and Company, co n su ltin g  a c tu a r ie s .  Our exam ination was made 
in  accordance w ith  g en e ra lly  accep ted  a u d itin g  s ta n d a rd s , and 
accord ing ly  included  such t e s t s  o f  th e  accounting and a c tu ­
a r i a l  reco rds and such o th e r a u d it in g  procedures a s  we con­
sidered  necessary  in  th e  c ircum stances.
In  our op in ion , re ly in g  upon th e  c e r t i f i c a t e  mentioned in  
th e  preceding paragraph w ith reg a rd  to  th e  a c tu a r ia l  item s, 
such f in a n c ia l  s ta tem ents p re se n t f a i r l y  th e  s ta tu to ry  f in ­
a n c ia l  p o s it io n  o f  C o n tin en ta l American L ife  Insurance Company 
a t  December 31, 1971, and th e  r e s u l t s  o f  i t s  o p e ra tio n s , and 
changes in  conform ity w ith in su rance  accounting  p r in c ip le s  
p resc rib ed  o r perm itted  under s ta tu to ry  a u th o r i ty ,  ap p lied  on 
a b a s is  c o n s is te n t w ith th a t  o f  th e  preceding y e a r . These 
p r in c ip le s  vary in  some re sp e c ts  from g e n e ra lly  accepted  
accounting p r in c ip le s  followed by o th er business e n te rp r is e s  
in  determ ining f in a n c ia l  p o s i t io n , changes th e re in ,  and r e s u l t s  
o f  o p e ra tio n s  (see  note 1 to  f in a n c ia l  s ta te m e n ts ) .^
^Com m ittee on A uditing Procedure, Statem ent on A uditing 
S tandards,. C o d ifica tio n  o f  A uditing S tandards and Procedures 1 . (New 
York: American I n s t i tu t e  o f  C e r ti f ie d  P u b lic  A ccountants, 1973), p .
81.
^♦Ernst & E rn s t, op. c i t . , p . 52.
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The m a te r ia l  d if fe re n c e s  th a t  oan be noted in  comparing the  
two ty p es o f a u d it  re p o r ts  a re  r e f le c te d  in  ( l )  th e  opin ion  paragrpah 
which m entions "accounting  p r in c ip le s  p re sc rib ed  or perm itted  under 
s ta tu to ry  a u th o r i ty ,” and (2) th e  scope paragraph which mentions the 
de te rm ina tion  o f a c tu a r ia l  item s.
Expression Opinion an  F in a n c ia l
S p e c ia l a t te n t io n  i s  focused on th e  f i r s t  sentence o f  the
opinion paragraph o f  th e  standard  sh o rt form re p o r t  which s ta te s  ” in
conform ity w ith g en e ra lly  accepted  accounting  p r in c ip le s ."  When f in a n c ia l
s ta tem ents examined a re  not in  conform ity w ith GAAP th e  independent
a u d ito r  must render a q u a l i f ie d  or adverse op in ion . A q u a lif ie d  opinion
can be rendered as a r e s u l t  o f  a departu re  fi*om GAAP bu t only when th e
f in a n c ia l  s ta tem ents taken  as a whole a re  f a i r l y  p re sen te d . An adverse
opinion i s  given when th e  f in a n c ia l  sta tem en ts a re  no t f a i r ly  p resen ted .
The ru le  th a t  pub lished  f in a n c ia l  s ta tem en ts must be p resen ted
in  accord w ith GAAP a p p lie s  to  both re g u la te d  and non -regu la ted  companies.
"The b a s ic  p o s tu la te s  and broad p r in c ip le s  o f  accounting  . * . which
p e r ta in  to  business e n te rp r is e s  in  g en era l apply  a ls o  to  companies whose
accounting p ra c tic e s  a re  p resc rib ed  by governmental re g u la to ry  a u th o r i t ie s  
25or comm issions."
Out o f  the  156 stock  l i f e  in su rance  companies included in  th e  
1972 E rnst & E rnst survey fo r year ended December 31, 1971, seven ty -four
25̂ Conmittee on A uditing Procedure, gg. c i t . . p . 111.
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per cent o f  th e  companies were given a q u a lif ie d  opinion by c e r t i f i e d  
p u b lic  acco u n tan ts . A more d e ta ile d  d is t r ib u t io n  o f  th e  op in ions 
rendered i s  p resen ted  a s  fo llow s:
A ccountants ' Reports
Percentage o f au d ited  re p o r ts  in  which th e  a cc o u n ta n ts ' 
op in ion  s ta te d  th a t  th e  f in a n c ia l  s ta tem en ts 
were in  conform ity w ith :^7
G enerally  accepted accounting  p r in c ip le s  25%
P ra c tic e s  p resc rib ed  or perm itted  by re g u la to ry
a u th o r i ty ,  which vary  from g en era lly  accepted
accounting  p r in c ip le s  60
P ra c tic e s  p resc rib ed  or perm itted  by re g u la to ry
a u th o r i ty  5
P ra c tic e s  p resc rib ed  o r perm itted  by re g u la to ry
a u th o r i ty ,  and in  a l l  m a te r ia l  re sp e c ts  w ith
g en era lly  accepted accounting  p r in c ip le s  1
G enerally  accepted accounting  p r in c ip le s ,  except 
a s  m odified to  conform w ith p ra c t ic e s  p re sc rib ed  
o r perm itted  by re g u la to ry  a u th o r ity  U
G enerally  accepted accounting  p r in c ip le s ,  except
(q u a l i f ic a t io n  mentioned in  opin ion)  £
100%
The r e s u l t s  o f  the  1972 Ernst. & E rnst survey can be c o n tra s ted  
to  the  in fo rm ation  repo rted  in  th e  1971 Accounting Trends and Techniques 
fo r year ended December 31, 1970.
2^Ernst ft E rn s t, o£. c i t . . p. 38.
27Ib id .
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28Number o f Auditors* Reports C ontaining 
An u n q u a lif ie d  exp ression  o f  opinion 515
A q u a lif ie d  expression  o f  opinion 83
D isclaim er o f  opinion __2.
T o ta l companies included in  survey 600
Out o f  th e  companies included in  th e  1971 Accounting Trends 
and Techniques survey, approxim ately e ig h ty -s ix  per cent were given 
u n q u a lif ie d  op in ions by th e i r  a u d ito rs .  This f ig u re  can be compared to  
the  tw en ty -s ix  per cent o f  au d ited  stock  l i f e  insu rance  companies, in ­
cluded in  th e  E rnst & E rnst survey, th a t  rece iv ed  u n q u a lif ie d  opin ions 
on th e i r  f in a n c ia l  s ta tem en ts .
In  o rder to  express an opinion on th e  f in a n c ia l  s ta tem en ts o f 
a company the  a u d ito r  must determ ine th a t  th e  s ta tem en ts a re  f a i r ly  
p resen ted . The a u d it  i s  conducted in  accordance w ith  g en e ra lly  accepted 
a u d itin g  s ta n d a rd s , id e n t i f ie d  a s :  ( l )  g en era l s tan d a rd s , (2) standards
o f f ie ld  work and (3) s tandards o f re p o r tin g .
The value o f  a u d itin g  the  f in a n c ia l  sta tem en ts o f stock  l i f e  
insurance companies has been questioned by v a rio u s  groups from tim e to  
tim e. In t h i s  co n tex t, a u d itin g  i s  id e n t i f ie d  a s  th a t  function  conducted 
by a c e r t i f i e d  pu b lic  accounting  firm  and not an exam ination conducted 
try the  s ta te  insurance  departm ent. Obviously, th e re  a re  op in ions th a t  
support, a s  w e ll as d is c re d i t  th e  need fo r a u d its  by CTA firm s.
A.ICPA, A c c o u n tin g  T re n d s  & T o c h n io u e a . 1 9 7 1 . flfc. c i t . .  p.
283 •
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C arl P. C o llin s , p re s id e n t o f  F id e l i ty  Union L ife Insurance
Company, a f t e r  d isch arg in g  h is  a u d ito rs  s ta te d  "(Xir in te r n a l  a u d itin g
and th e  ( s ta te )  exam iners from around th e  U.S. give us a more thorough
a u d it  than  th a t  o f  any C P A . ’*2 ^  A s im ila r  p o s it io n  concerning th e  ro le
o f th e  CPA in  l i f e  insurance  a u d itin g  was expressed by Melvin Gold in
The N ational U nderw riter. L ife  & H ealth E d itio n . " L e tte r s  to  th e  E d ito r .”
Mr. Gold s ta te d
The Equity Funding debacle proves once again  what know­
ledgeab le  people in  l i f e  in su rance  have known fo r a long 
tim e—namely th a t  an accounting  a u d it  o f a l i f e  insu rance  
company leav es  much to  be d e s ire d . I t  c e r ta in ly  doesnrt  
in su re , to  th e  board o f  d i r e c to r s ,  th a t  a l l  i s  w e ll.
Most accoun tan ts ju s t  don’t  have an in tim a te  understanding  
o f  the  in n e r workings o f  a l i f e  insu rance  company. They oq 
can’t  sense in  th e i r  gut th a t  something doesn’t  look r ig h t .
The p o s it io n s  o f  Mr. C o llin s  and Mr. Gold appear to  c o n f l ic t  
w ith th a t  o f Fred Mauck, I l l i n o i s  d i r e c to r  o f  in su ran ce . At a May 1973 
m eeting o f th e  Chicago Board o f  U nderw riters, Mr. Mauck s ta te d  th a t  he 
has ” . . .  proposed fo r I l l i n o i s  and a l l  o th er s ta te s  an annual exami­
n a tio n  o f  a l l  insu rance  companies by o u ts id e  independent CPA firm s.
The ro le  o f  th e  CPA and th e  re l ia n c e  th a t  can be p laced  on 
au d ited  f in a n c ia l  sta tem ents i s  u su a lly  questioned fo llow ing  a se rio u s  
f in a n c ia l  scandal such as Equity Funding. The firm  o f Seidman &
29’’Heard on th e  S t r e e t ,” The Wall S tre e t  Jo u rn a l. (November 16, 
1971), p . 32.
^M elv in  L. Gold, " L e tte rs  to  th e  E d ito r ,” The N ational Under­
w r i te r ,  L ife  and H ealth Insurance E d itio n . 77th y e a r . Mo. 16. (A pril
3 T T T 9 7 3 7 7 T . - S 5 . ----------------------------------------------
■^’S k e p tic a l I l l i n o i s  D irec to r Presues Regulatory Reform -  Not 
j iq u is i t io n ” Tfe& N ational U nderw riter, l i f e  and Health Insurance E d itio n . 
77th y e a r , No. 20, (May 19, 1973), P. 28.
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Seidman had "au d ited  both th e  l i f e  company and th e  p a ren t company in
1972, and the  paren t company in  1971.”^  Following th e  d iscovery  o f
th e  scandal th e  court appoin ted  Touche Ross & Company to  a u d it  the
f in a n c ia l  s ta tem ents o f  Equity Funding fo r 1972 and re a u d it  th e  books
33of Equity Funding L ife  Insurance Company fo r  1970 and 1971* In  i t s  
appointment o f  Touche Ross the  court rea ffirm ed  i t s  confidence in  th e  
accounting  p ro fess io n  and in  p a r t ic u la r  in  Touche Ross, to  conduct an 
a u d it  o f  Equity Funding.
As p rev iously  no ted , th e  E quity  Funding case w i l l  have a 
se rio u s  e f f e c t  on th e  s ta te  re g u la tio n  o f  l i f e  in su rance  companies and 
a p o te n t ia l  e f f e c t  on th e  a u d itin g  fu n c tio n  performed by C e r tif ie d  
Public  A ccountants. There i s  no a n tic ip a te d  change in  th e  working o f 
the  standard  sh o rt form re p o r t ,  but th e re  i s  a p o s s ib i l i ty  th a t  c e r ta in  
a u d itin g  procedures w i l l  be revamped to  p revent ano ther E quity  Funding. 
An AICPA re s o lu tio n  has re s u lte d  in  form ation o f  a " s p e c ia l  committee to  
examine whether th e  i r r e g u l a r i t i e s  in  Equity Funding*s f in a n c ia l  s ta te ­
ments in d ic a te  th e  need fo r a change in  th e  a u d itin g  procedures in  
genera l u se ." -^
-^W illiam  E. B lu n d ell, "E quity  Funding Cash Seized by Lenders; 
Concern F ig h ts  S te p ,"  The Wall S tre e t  Jo u rn a l. (A pril 5, 1973;* p» A.
-^"E quity  Funding Fraud Charged in  SEC S u i t ."  The W ill S tre e t  
Jo u rn a l. (A pril A, 1973), p . A. ---------
^ ’Equity Funding Audit R esu lts  Expected Ju ly  1 by I l l i n o i s  
D epartm ent," The N ational U nderw riter. L ife  and Health Insurance E d itio n . 
77th y e a r , No. 20 (May 19, 1973), p . 10.
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A uditors express an opin ion  on th e  fa irn e s s  o f  f in a n c ia l  s t a te ­
ments fo llow ing an exam ination o f th o se  statem ents* The exam ination i s  
conducted in  accordance w ith g e n e ra lly  accepted a u d itin g  s tandards and
i s  no t p rim a rily  in tended  to  d e te c t or d iscover frau d . Users o f
f in a n c ia l  sta tem en ts norm ally p lace  more re l ia n c e  on a u d ited  f in a n c ia l  
s ta tem en ts than  on unaudited  statem ents*
The opinion rendered by a CPA on th e  f in a n c ia l  sta tem en ts o f 
a s to ck  l i f e  in su rance  company d i f f e r s  from th e  standard  op in ion . Since
stock  l i f e  in su rance  companies do no t adhere to  GAAP th e  opin ion  s ta te s
" in  conform ity w ith  insurance accoun ting  p r in c ip le s  p re sc rib ed  or per­
m itted  under s ta tu to r y  a u th o r i ty ."  The second major d if fe re n c e  in  the  
opinion on stock  l i f e  insu rance  companies involves mention o f  the  
amounts appearing  in  th e  sta tem en ts r e s u l t in g  from a c tu a r ia l  determ i­
n a tio n s .
Dstara4pflU9n al Artu*rial Afflgania
The standard  sh o rt form a u d it  re p o rt in c lu d es  th e  sta tem ent 
th a t  th e  "exam ination was made in  accordance w ith  g e n e ra lly  accepted  
a u d itin g  s ta n d a rd s ."  Included in  g e n e ra lly  accep ted  a u d itin g  s tandards 
a re  th e  S tandards o f  F ie ld  Work. The th i r d  standard  o f  f i e ld  work s ta te s :  
" S u f f ic ie n t  competent e v id e n tia l  m atte r i s  to  be ob tained  through in ­
sp e c tio n , o b se rv a tio n , in q u ir ie s ,  and confirm ations to  a ffo rd  a reason­
ab le  b a s is  fo r  an opinion regard ing  th e  f in a n c ia l  s ta tem ents under 
e x a m in a tio n ."^
^C om m ittee on A uditing Procedure, o p .  c i t . .  P. 55.
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Assuming th a t  s u f f ic ie n t  evidence can be acq u ired , th e  a u d ito rTs 
re p o rt w i l l  con ta in  an u n q u a lif ie d  opinion on the  f in a n c ia l  s ta tem en ts .
I f  s u f f ic ie n t  evidence cannot be o b ta in ed , th e  a u d ito r  w i l l  be requ ired  
to  q u a lify  or d isc la im  an opinion on th e  f in a n c ia l  s ta tem en ts .
In the  normal course o f g a th e rin g  evidence, th e  a u d ito r  w il l  
o b ta in  a number o f  re p re se n ta tio n  l e t t e r s  from th e  c l ie n t  as w ell as 
from o u tsid e  sources. One o f th e  req u ired  re p re se n ta tio n  l e t t e r s  i s  th e  
le g a l  re p re se n ta tio n  l e t t e r .  The le g a l  re p re se n ta tio n  l e t t e r  i s  obtained  
from the companyfs le g a l  council and " s in c e  council i s  an independent 
o u tside  p arty  w ith recognized e x p e rtis e  in  th e  su b jec t o f th e  rep re se n ta ­
t io n s ,  th e  a u d ito r  i s  e n t i t le d  to  re ly  on h is  sta tem en ts w ithout fu r th e r
36
in v e s tig a t io n ."  Once the  le g a l  re p re se n ta tio n  l e t t e r  i s  ob tained  i t  
becomes a p a r t  o f the  evidence which prov ides a b a s is  fo r th e  au d ito r* s 
op in ion . The le g a l  re p re se n ta tio n  l e t t e r  i s  not id e n t i f ie d  in  e i th e r  
the  scope or opinion paragraph o f the  a u d it  r e p o r t .
In expressing  an opinion on th e  f in a n c ia l  s ta tem en ts o f a 
stock  l i f e  insurance company, th e  a u d ito r  must comply w ith th e  standards 
o f f ie ld  work. S u ff ic ie n t  evidence, in c lu d in g  a le g a l  re p re se n ta tio n  
l e t t e r ,  must be obtained  p r io r  to  expressing  an opinion on th e  f in a n c ia l  
s t a t  n n e n t s .  In l i f e  insu rance  a u d itin g  an a d d it io n a l  re p re se n ta tio n  i s  
, i t a n i e d  from an o u tsid e  source in  the  form o f a statem ent from a n  
a c t  u a r y .
34John J .  Willingham and D. R. Carm ichael, A uditing Conceits 
and Methods. (Mew York: McGraw-Hill, I n c . ,  1971), p . 3o6.
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The example o f  th e  wording o f an a u d it re p o r t  rendered on a 
stock  l i f e  in su rance  company was p rev iously  p resen ted . The co n su ltin g  
a c tu a ry , E. P . H iggins and Company, was id e n t i f ie d  in  th e  scope para­
graph and th e  opin ion  paragraph a ls o  made re fe ren ce  to  re lia n c e  on th e  
a c tu a ry 's  c e r t i f i c a t e .
Of th e  156 au d ited  stock  companies included  in  th e  1972 E rnst 
& E rnst survey, th e  fo llow ing was no ted :
37Percentage o f au d ited  re p o r ts  in  which th e  accountants*  re p o rt included :
Reference to  a c tu a r ie s  
C onsulting ac tu ary  
S ta te  in surance  departm ent 
Company ac tu a ry  and s ta te  insurance  
departm ent
Accounting f irm 's  own ac tu ary
Ho re fe ren c e  to  a c tu a r ie s
In  a number o f a u d it  re p o r ts  th e  c e r t i f i c a t e  provided by th e
ac tu a ry  was included  in  th e  pub lished  annual r e p o r t .  Excerpts from one
of th e  a c tu a r ia l  c e r t i f i c a t e s  i s  p resen ted  a s  fo llow s:
We have examined th e  c a lc u la t io n  fo r due and defe rred  
premiums, and fo r re se rv e s  req u ire d  on l i f e  and annuity  
p o l ic ie s ,  a cc id en t and h e a lth  p o l ic ie s ,  supplem ental 
c o n tra c ts ,  l i f e  claim s and acc id en t and h e a lth  claim s 
made by . . . and rep o rted  in  i t s  1971 Annual S tatem ent.
In  our opinion amounts shown fo r th e  item a l i s t e d  below 
a r e ,  in  th e  ag g reg a te , f a i r l y  s ta te d  in  accordance with 
g e n e ra lly  accepted  a c tu a r ia l  p r in c ip le s ,  meet s ta tu to ry  
requirem ents and a re  c o n s is te n t w ith th e  v a rio u s methods 
and re se rv e  bases p rev iously  employed.3°
-^ E rn st & E rn s t, 2E* c i t . . p . A8. 
38Ib id . .  p. 58.
126
The re se rv e  computation i s  com plicated and re se rv e s  have a 
m a te ria l a f f e c t  on th e  f in a n c ia l  sta tem en ts o f stock  l i f e  insu rance  
companies. F ac to rs  a f fe c t in g  com putation o f re se rv e s  were p resen ted  in  
Chapter I I I  in  th e  se c tio n  on revenue and expense d e te rm in a tio n . The 
m a te r ia l i ty  o f  re se rv e s  in  th e  Balance Sheet was e s ta b lis h e d  e a r l i e r  in  
t h i s  chapter by re fe re n c e  to  th e  Nflw York Insurance  Department R eport. 
r e f le c t in g  aggregate  re se rv e s  fo r l i f e  p o l ic ie s  to  re p re se n t 72.7  per 
cent o f t o t a l  rep o rted  L ia b i l i t i e s  and C a p ita l.
The problem o f  de te rm ina tion  and re p o r tin g  re se rv e s  a re  p e c u lia r  
to  th e  insurance in d u s try . The a c tu a l  de te rm ina tion  o f  re se rv e s  i s  a 
com plicated p ro cess , re q u ir in g  a thorough knowledge and understand ing  o f 
a c tu a r ia l  sc ien ce . Some a u d itin g  firm s inc lude  a re fe re n c e  to  th e  
co n su ltin g  ac tu ary  in  exp ressing  an opinion on th e  f in a n c ia l  s ta tem en ts , 
w hile o ther firm s make no mention o f th e  a c tu a ry  in  th e  op in ion .
E x is tin g  f in a n c ia l  re p o rtin g  p ra c t ic e s  used by stock  l i f e  in ­
surance companies in  re p o rtin g  to  sto ck h o ld ers  and o th e r groups have been 
dominated by th e  NAIC Statem ent Blank. The prim ary o b je c tiv e  o f th e  NAIC 
Statem ent Blank i s  to  a llow  th e  s ta te  re g u la to ry  agency to  determ ine th e  
solvency o f a l i f e  in su rance  company. The f in a n c ia l  s ta tem en ts included 
in  th e  annual re p o r t vary , to  some e x te n t,  w ith th e  form p resc rib ed  by 
th e  NAIC Statem ent Blank. The a u d i to r fs re p o r t  rendered  on th e  pub lished  
f in a n c ia l  s ta tem ents include  a q u a lif ie d  op in ion , s t a t in g  th a t  th e  
f in a n c ia l  sta tem en ts a re  prepared in  conform ity w ith in surance  accounting  
p r in c ip le s  p resc rib ed  or perm itted  under s ta tu to ry  a u th o r i ty .
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CHAPTER V
Suggested L ife  Iflgwrftn?? AS£gmAiM fW o flg  
Before s p e c if ic  accounting methods or p ra c tic e s  oan be recom­
mended i t  i s  e s s e n t ia l  to  e s ta b l is h  th e  o b je c tiv e s  o f f in a n c ia l  re p o r t­
in g . Accounting p ra c tic e s  evolve from th e  o b je c tiv e s  o f  f in a n c ia l  
re p o rtin g  and th e  in d iv id u a l amounts rep o rted  in  f in a n c ia l  sta tem en ts 
a re  a fu nc tion  o f  accounting  p ra c t ic e s .
One o f th e  o b je c tiv e s  o f conventional f in a n c ia l  accounting  i s  
to  p resen t m eaningful f in a n c ia l  s ta tem ents which w i l l  allow  th e  u se rs  to  
ev a lu a te  the  performance of th e  company and provide a b a s is  fo r  in v e s t­
ment d e c is io n s . As p rev io u s ly  no ted , th e  AICPA has s ta te d  th a t  such 
o b je c tiv e s  as re lev an ce , u n d e rs ta n d a b ili ty , v e r i f i a b i l i t y ,  n e u t r a l i ty ,  
t im e lin e s s , com parab ility , and com pleteness should be r e f le c te d  in  the  
f in a n c ia l  s ta tem en ts .
The accounting  p ra c tic e s  recommended in  t h i s  stucly a re  in tended 
to  apply  only to  th e  published  f in a n c ia l  s ta tem en ts o f  stock  l i f e  in su r­
ance companies. The recommendations a p p lic a b le  to  the  de te rm ina tion  o f 
n e t income and th e  p h y s ic a l appearance o f th e  published  f in a n c ia l  s t a te ­
ments a re  not a p p lica b le  to  th e  NAIC Statem ent Blank. The purpose o f 
th e  Blank i s  to  promote re g u la tio n  of l i f e  insu rance  companies and th e  
major emphasis i s  on th e  Balance S heet. For f in a n c ia l  re p o r tin g  purposes, 
the  emphasis i s  on th e  Income Statem ent and th e  de te rm ina tion  o f net 
income.
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Hie l i f e  insu rance  accounting  p ra c tic e s  to  be recommended a re  
l im ite d  to  th e  follow ing a re a s :  v a lu a tio n  o f investm ents in  bonds and
s to ck s , rec o g n itio n  o f revenue and expenses, accounting fo r nonadm itted 
a s s e t s ,  and d e fe rred  fe d e ra l income ta x e s . The p ra c tic e s  to  be recom­
mended have as t h e i r  o b je c tiv e s  th e  p re se n ta tio n  of more m eaningful 
f in a n c ia l  sta tem en ts and a re  designed to  perm it th e  earn ings and earn ings 
per share  o f l i f e  insurance companies to  be comparable to  th e  rep o rted  
earn ings and earn ings per sh a res  o f o th er in d u s t r ie s .
V aluation  o f S e c u r i t ie s  
The technique th a t  i s  aaed to  value s e c u r i t ie s  has a d i r e c t  
e f f e c t  on th e  amounts rep o rte d  in  th e  f in a n c ia l  s ta tem en ts . Under 
e x is tin g  l i f e  insu rance  accoun ting  methods th e  year end balances o f 
bends, a t  am ortized v a lu e , p re fe rre d  s to c k s , a t  c o s t, and common s to c k s , 
a t  market v a lu e , a re  rep o rte d  in  th e  Balance S hee t. Net investm ent 
income, in c lu d in g  in te r e s t  and a m o rtiza tio n  on bonds and d iv idends on 
s to c k s , i s  rep o rted  in  th e  Summary o f  O perations. R ealized and u n rea liz ed  
gains or lo s s e s  on investm ent in  s to ck s a re  computed in  E xh ib it U o f  th e  
h’AIC Statem ent Blank, C ap ita l Gains and Losses on Investm en ts, and i s  
rep o rted  in  th e  Surplus Account. F in a lly , th e  Mandatory S e c u r i t ie s  
V aluation Reserve i s  repo rted  in  th e  l i a b i l i t y  se c tio n  o f the  Balance 
Sheet, o f f s e t  by a charge or c re d i t  in  th e  Surplus Account.
O ifferenoes between l i f e  insu rance  accounting  and GAAP involve 
th e  follow ing major a re a s :  re p o r tin g  o f investm ent in  common stocks a t
market va lue , re p o rtin g  both re a liz e d  and u n rea lized  gains or lo s se s  on
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stocks In  th e  Surplus Account, and re p o r tin g  th e  Mandatory S e c u r i t ie s  
V aluation Reserve a s  a l i a b i l i t y .
Bonds
Investm ent in  bonds should be rep o rte d  in  th e  published  f in ­
a n c ia l  s ta tem en ts a t  am ortized v a lu e . Amortized value i s  defined  as 
o r ig in a l  co st ad ju s ted  fo r  premium or d iscoun t s in ce  d a te  o f a c q u is i t io n .  
Reporting bonds a t  am ortized value i s  p re d ic te d  on th e  fo llow ing co n d itio n s :
( l )  bonds a re  in  good stand ing  (no t in  d e fa u l t  a s  to  in te r e s t  or 
p r in c ip a l)  and (2) th e  in su rance  company i s  p lanning  to  hold th e  bonds 
u n t i l  m a tu r ity . Bonds th a t  a re  not in  good stan d in g  a re  to  be rep o rte d  
a t  market va lue or such value a s  determ ined by th e  NAIC S e c u r i t ie s  
V aluation Committee. Bonds th a t  a re  to  be so ld  p r io r  to  m a tu rity  should 
be rep o rted  a t  market v a lu e .
A m ortization o f  premium or a c c ru a l o f  d isco u n t i s  recognized 
a t  th e  and o f th e  f i s c a l  period  and i s  r e f le c te d  a s  investm ent income in  
th e  Income S tatem ent. In  computing th e  amount to  be recognized th e  
s c i e n t i f i c  method (compound in te r e s t  method, e f f e c t iv e  r a te  method, le v e l-  
y ie ld  method) should be u sed . This method i s  more accu ra te  th an  th e  
s t r a ig h t  l in e  method a s  i t  r e p o r ts  a constan t r a te  o f  re tu rn  over th e  
l i f e  o f  th e  bond investm ent.
Table I ,  p resen ted  in  Chapter I I I ,  r e f l e c t s  th e  com putation o f 
a c c ru a l o f d iscoun t on a bond o f  $1,000 face v a lu e , s ix  year l i f e ,  f iv e  
per cent in t e r e s t  per y e a r , payable sem iannually . The bond cost $950.23 
which re p re se n ts  th e  amount paid in  o rder to  o b ta in  a y ie ld  o f  s ix  per 
cent on th e  bond investm ent. A ccrual o f  d iscoun t fo r the  year o f 
a c q u is i t io n  was computed to  be $5 . 32 .
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Continuing t h i s  example, th e  market va lue  o f  th e  bond i s  
in flu en ced  by th e  market r a te  o f  i n t e r e s t .  Over th e  l i f e  o f  th e  bond, 
a s  the  market r a te  o f in te r e s t  in c re a se s  th e  market value o f  th e  bond 
w i l l  d ec rea se . However, s ince  th e  bond w i l l  be redeemed fo r face  value 
a t  m a tu r ity , th e  market value w i l l  be approxim ately  $1,000 a s  th e  bond 
approaches m a tu rity .
The recommended method o f  re p o r tin g  investm ent in  bonds a t  
am ortizab le  value i s  th e  p resen t method being used fo r th e  NAIC S ta te ­
ment B lank, and i s  a lso  in  accord  w ith GAAP. However, under GAAP a 
company may use e i th e r  th e  s t r a ig h t  l in e  method o r th e  s c i e n t i f i c  
method to  compute a m o rtiza tio n  o f  premium or a c c ru a l o f d isc o u n t. A 
choice o f methods i s  allowed because, in  most in d u s t r ie s ,  investm ent 
in  bonds i s  not a m a te ria l item  on th e  balance sh e e t. In  th e  l i f e  
in su rance  in d u s try , investm ent in  bonds i s  m a te r ia l  (approxim ately  35 
per cent o f  t o t a l  adm itted  a s s e ts  fo r y ear ended 1970) and consequently  
de te rm in a tio n  o f an a m o rtiza tio n  method i s  more im p o rtan t. Investm ent 
in  bonds should be repo rted  a t  am ortized value and am o rtiza tio n  o f 
premium or a c c ru a l o f d iscoun t should be computed u sin g  th e  s c i e n t i f i c  
method.
F in a l co n sid era tio n  o f investm ent in  bonds invo lves f in a n c ia l  
sta tem ent d isc lo su re  o f th e  m arket value o f bonds. During p e rio d s  o f 
severe in te r e s t  f lu c tu a tio n s  th e re  i s  an in h e re n t danger in  d is c lo s in g  
th e  market value o f  bonds in  th e  f in a n c ia l  s ta te m e n ts . Assuming th e  
company i s  p lanning  to  hold th e  bond u n t i l  m a tu r ity , market value i s  
i r r e le v a n t  and could be confusing to  the  read er o f th e  f in a n c ia l
131
s ta te m e n ts . I f  th e  company p lans to  s e l l  th e  bonds p r io r  to  m a tu rity , 
bonds should be repo rted  a t  market value and fo o tn o te  d isc lo su re  o f 
th e  a n tic ip a te d  sa le  should be included in  th e  f in a n c ia l  s ta tem en ts .
I f  th e  l i f e  insurance company p lans to  hold th e  bonds u n t i l  m a tu r ity , 
bonds should be repo rted  a t  am ortized v a lu e . Market value o f  th e  bonds 
a s  o f th e  end o f th e  f i s c a l  pe riod  need not be d isc lo se d .
St££&
Stock l i f e  in su rance  companies re p o r t  investm ents in  p re fe rre d  
stocks a t  co st and common sto ck s a t  market v a lu e . GAAP re q u ire s  th a t  
investm ent in  stocks be rep o rte d  a t  co st o r th e  lower o f  co st o r m arket. 
In  o rder to  make t h e i r  f in a n c ia l  s ta tem en ts more m eaningful, stock  l i f e  
in su rance  companies should re p o r t  a l l  s to ck s a t  c u rre n t market v a lu e .
In d isc u ss in g  v a lu a tio n  o f  investm ents in  stocks investm ents made fo r  
th e  purpose o f  o b ta in ing  a c o n tro llin g  i n t e r e s t  in  ano ther company w i l l  
not be considered .
As p rev iously  re p o r te d , stocks re p re se n t about 7 per cent o f 
the  t o t a l  adm itted a s s e ts  rep o rted  by th e  l i f e  in su rance  in d u s try  fo r 
year ended 1970. In  conven tional f in a n c ia l  s ta tem en ts , investm ent in  
stocks may be repo rted  a s  a c u rre n t a s s e t  o r a long term  a s s e t ,  depending 
upon th e  m a rk e ta b ili ty  o f  th e  stock  and the  in te n t  o f  management. As a 
r e s u l t  o f t h i s  method o f c la s s i f i c a t io n  in  th e  f in a n c ia l  s ta tem en ts , 
th e re  a re  no comparable re le v a n t s t a t i s t i c s  to  r e f l e c t  th e  t o t a l  in v e s t­
ment in  stocks held  by o th e r  in d u s tr ie s  fo r  y ear ended 1970.
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Although GAAP prov ides th a t  sho rt term  investm ent in  stock  may
be rep o rted  a t  cost o r lower o f co st or m arket, on ly  fo u rteen  companies
out o f the  600 included in  th e  1971 Accounting Trends & Techniques
repo rted  investm en ts a t  lower o f  co st o r m arket.^- A pp lica tion  o f th e
lower o f co st o r market ru le  i s  in fluenced  by th e  AICPA*s Committee
on Accounting Procedure which s ta te d  th a t :
In  th e  case o f m arketable s e c u r i t ie s  where market value 
i s  l e s s  th an  cost by a s u b s ta n t ia l  amount and i t  i s
ev id en t th a t  th e  d ec lin e  in  market va lue i s  no t due to
a mere tem porary co n d itio n , th e  amount to  be included  as 
a c u rre n t a s se t  should no t exceed th e  market v a lu e .
Under GAAP when stocks a re  w r it te n  down a s  a r e s u l t  o f  a 
decrease in  market va lu e , a v a lu a tio n  account may be used or th e  in v e s t­
ment account i t s e l f  may be reduced . The lo s s  i s  rep o rte d  in  th e  income
statem ent fo r th e  cu rren t pe riod  bu t no lo s s  i s  recognized fo r  fe d e ra l 
income ta x  re p o r t in g .
When th e  market value o f  investm ent in  stocks in c re a s e , th e  
a p p re c ia tio n  i s  no t form ally recorded in  th e  a s s e t  account and th e  gain  
i s  not recognized  u n t i l  the  stocks a re  so ld . GAAP re q u ire s  th e  d is ­
c losu re  o f  th e  market value o f  investm ent as a p a re n th e t ic a l  remark or 
foo tno te  to  the  f in a n c ia l  s ta tem en ts .
Of th e  600 companies included  in  th e  survey , 225 rep o rted  th e  
method o f v a lu a tio n  o f m arketable s e c u r i t ie s  a t  c o s t ,  41 companies rep o rted  
cost p lu s accrued i n t e r e s t ,  83 companies did not in d ic a te  th e  b a s is  fo r 
v a lu a tio n . American I n s t i tu t e  o f  C e r t i f ie d  P ub lic  A ccountants, Accounting 
Trends ft Techniques. 1971. Tw en ty -F ifth  E d itio n  (New York: American
I n s t i tu t e  o f  C e r t i f ie d  P ublic  A ccountants, 1971), p . 53•
2
Committee on Accounting Procedure, Accounting Research B u lle t in  
No. 41, Restatem ent and R evision o f  Accounting Research B u lle tin s  (New 
York: American I n s t i tu t e  o f C e r t i f ie d  P ublic  A ccountants, 1953), Chapter
3, paragraph 9.
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Although GAAP re q u ire s  re p o rtin g  investm ents a t  co st or lower 
o f  co st or m arket, th e re  a re  a number o f  excep tions to  t h i s  r u le .  In  
th e  investm ent company in d u stry  (mutual fhnd companies) investm ents 
a re  rep o rted  in  th e  balance sheet a t  market v a lu e . F in a n c ia l s ta tem en ts 
presen ted  by investm ent companies do not follow  conven tional f in a n c ia l  
statem ent p re s e n ta tio n . The investm ent companies p resen t a S tatem ent o f 
R ealized and U nrealized Gains on Investm ents and a Statem ent o f  Changes 
in  Net A ssets which in c lu d es th e  re a l iz e d  and u n rea liz ed  ga in s fo r th e  
p e rio d . R eporting investm ents a t  market value fo r  in v e s tin g  companies 
i s  j u s t i f i e d  a s  such a p ra c tic e  r e s u l t s  in  p re se n ta tio n  o f  more meaning­
fu l  f in a n c ia l  s ta tem en ts .
As d iscussed  in  Chapter I I I ,  l i f e  in su rance  companies re p o r t  
common stock  a t  market value and r e f l e c t  ga ins and lo s s e s  on in v e s t­
ments in  t h e i r  su rp lu s  accoun t. Insurance companies id e n t i fy  th e  cost 
o f  common stock  a s  book value and annually  record  th e  d iffe re n c e  between 
book value and market v a lu e . Market value i s  id e n t i f ie d  by l i f e  
insu rance  companies as adm itted  v a lu e . During th e  tim e th e  investm ent 
i s  h e ld , th e  u n rea lized  gains and lo s se s  a re  recorded in  re p o rtin g  
common stock  a t  market v a lu e . When common stock  i s  so ld , th e  re a liz e d  
gain  or lo s s  i s  recorded .
The NAIC Statem ent Blank re p o r ts  the  amount o f  c a p i ta l  gains 
and lo sse s  on investm ents in  E xh ib it A« A copy o f E xh ib it A p resen ted  
by Connecticut General L ife  Insurance Company fo r year ended 1971 i s  
p resen ted  as fo llow s:
1. B o n d s ....................................... .....  .
2.1 Preferred stocks
2.2 Common stocks
3 . M ortgage l o a n s ............................
4. Real e s t a t e .......................................
5 .  Premium notes, policy loans 
and l i e n s .............................................
6 . Collateral l o a n s ............................
7. Cash snd bank deposits . .
8. O ther invested assets (Sched­
ule BA) .............................................
9. Foreign exchange
q j  Miscellaneous Gain
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- 1 ,7 1 9 ,1 9 7
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+ 3 9 ,7 4 0
+ 1 6 3 ,4 9 6
C
+ 1 ,0 4 9 ,5 6 9  
- 1 6 5 ,5 7 4  
+ 1 0 ,5 6 1 ,5 6 6  
+ 4 0 5 , e95 
+ 1 3 ,5 9 3
0
c
- 2 2 , e i 7  
+ 8 0 , 940
+ 1 6 3 ,4 9 6  
504
5 0 ,5 1 5 15 ,9 5 7 ,5 1 6 c 4 ,  984 ,  576 - 4 ,1 5 7 ,0 5 1 + 1 5 ,0 8 9 ,8 7 6
10.1 Less federal income taxes incurred on capital gains (show figure in Col. (i)
10.2 Balance to  Surplus Account, Page 4  (show figure in Col 6)
0
+ 1 2 ,0 8 9 ,6 7 6
+ 7 ,9 4 2 ,6 4 0
+ 4 ,1 4 7 ,5 3 6
D is t k i b u t i o n  o f  L i n e  10.2. C o l. (6) (A ttach statem ent or memorandum explaining basis of division I
11. Net realised capital gains ( + )  oi losses (— ) on assets disposed of during the year 3 7 ,9 - * - . , l4 .  |es5 g o  reflected in
previous years' statem ents and less S ^ federal income tax incurred on capital gains
12. Net unrealized capital gains ( +  ) or losses (—) of the year
* A djustm ent*  d m  to  am o rtisa tio n  to  be re ported  in E ak ib it S.
* * E ic l td m  t  9 depreciation  on real m a t *  in d o d ed  in E ah ib it 3. L ine 4
ended Decemb er 31» 19"7! ,  I.ife an i Accident and " e a l t t  Ccmnanies -  Association 
Edit ion,  1°71, n. ?.
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A tten tio n  i s  d ire c te d  to  Common s to c k s , item  2 .2 . The 
re a l iz e d  p r o f i t  flrom sa le  o f  common stocks was $10,786,987 and th e  
r e a l iz e d  lo s s  was $2,759,763. The u n rea liz ed  gain  on common s to c k s , 
due to  th e  d iffe re n c e  between book value and adm itted  value was 
$2,534,044* 'ftie n e t gain  on investm ent in  common stocks fo r year 
ended 1971 was $10,561,268. This amount i s  added to  o th er ga ins and 
lo s se s  to  a r r iv e  a t  th e  t o t a l  rep o rted  gain  o f $12,089,876. Although 
th e  t o t a l  u n rea lized  gain  ($4,127,021) i s  determ ined se p a ra te ly  in  
E xhib it 4# only th e  t o t a l  g a in , net o f  fe d e ra l income ta x e s , i s  r e p o r t­
ed in  the  su rp lu s  accoun t. Connecticut G eneral1s su rp lu s account fo r 
year ended 1971 i s  included  in  th e  NAIC Statem ent Blank e x h ib its  
p resen ted  in  Chapter IV and re p o r ts  Net C a p ita l Gains o f  $12,098,876.
The recommendation o f re p o rtin g  investm ent in  stocks a t  market 
value must a ls o  include  co n sid era tio n  o f  th e  dete rm ina tion  and re p o rtirg  
o f  r e a liz e d  and u n rea liz ed  gains and lo sse s  on investm ents. Using the  
in fo rm ation  p resen ted  in  Table I I ,  Chapter I I I ,  th e  follow ing accounting 
e n tr ie s  would be recommended:
Year ended
19-A Investm ent in  Common Stocks
U nrealized Gain on Investm ents
$200
$200
19-B U nrealized Loss on Investm ents 
Investm ent in  Common Stocks
$500
$500
19-C Investm ent in  Common Stocks
U nrealized Gain on Investm ents
$300
$300
19-D Investm ent in  Common Stocks
U nrealized Gain on Investm ents
$600
$600
F u rth e r, assume th a t  on 3-1-19E th e  insurance company sold the  
investm ent in  common stocks and received  proceeds o f  $3*500. The en try  
to  record  t h i s  tra n s a c tio n  i s  as fo llow s:
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3-1-19E Cash $3,500
Investm ent in  Common Stocks $3,^00
Realized Gain on Investm ents 100
The amount o f re a liz e d  gain i s  determ ined by s u b tra c tin g  th e  
market value as o f the  end o f 19-D ($3,A00) from the  proceeds from sa le  
in  19-E ($3 ,500).
Using e x is tin g  conventional accounting  ru le s ,  re p o r tin g  in v e s t­
ments a t  lower o f cost or m arket, th e  fo llow ing  e n tr ie s  would be 
recorded  fo r th e  common stock  investm ent i l l u s t r a t i o n :
Year Ended
19-A No e n try . D isclosure  o f  market
value o f $3,000.
19-3 Loss Due to  Decrease in  Market
Value o f  Investm ents $300
Investm ent in  Common Stocks $300
19-C ( l )  Investm ent in  Common Stocks $300
Gain on W rite-up o f Common
Stocks to  O rig in a l Cost $300
or
(2) No e n try . D isclosure  o f 
m arket value o f  $2,800.
19-D No e n try . D isclosure  o f market
value o f $3,iV00.
19-E (1) Cash $3,500
Investm ent in  Common Stocks $2,800
Gain on Sale o f Common Stocks 700
or
I f  no en try  was made in  19-C
(2) Cash $3,500
Investm ent in  Common Stocks $2,500
Gain or Sale o f Common Stocks 1,000
Under conventional accoun ting , Loss Due to  Decrease in  Market
Value o f Investm ents, Gain on W rite-up o f Common Stocks to  O rig in a l Cost,
and Gain on Sale o f  Common Stocks would be rep o rted  in  th e  Income
S t a t e n e n t .  This sta tem ent i s  in  accord w ith Opinion 9 o f  th e  Apn
which s t a t e s :
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’’Adjustments r e la te d  to  p r io r  p e rio d s—and thus excluded 
from th e  de te rm ina tion  o f n e t income fo r  th e  c u rre n t 
p e riod—are  lim ite d  to  those  m a te r ia l  ad justm en ts which 
( a )  can be s p e c i f ic a l ly  id e n t i f ie d  w ith and d i r e c t ly  
r e la te d  to  th e  b u sin ess  a c t i v i t i e s  o f p a r t ic u la r  p r io r  
p e rio d s , and (b) a re  not a t t r ib u ta b le  to  economic even ts 
occurring  subsequent to  th e  da te  o f  th e  f in a n c ia l  
s ta tem ents fo r th e  p r io r  p e rio d , and (c) depend p r im a rily  
on de term ina tions by persons o th e r  than  management and 
(d) were not su sc e p tib le  o f reasonab le  e s tim a tio n  p r io r  
to  such d e te rm in a tio n . Such ad justm en ts a re  ra re  in  
modern f in a n c ia l  acco u n tin g .” 3
S t r i c t  a p p lic a tio n  o f Opinion 9 to  l i f e  in surance  accounting  
p ro h ib its  th e  re p o rtin g  o f  gains and lo s s e s  on investm ents in  su rp lu s 
(R etained Earnings) and re q u ire s  th ey  be re p o rte d  a s  p a r t  o f  th e  
de te rm ina tion  o f net income. The a p p lic a t io n  o f  t h i s  ru le  a p p lie s  to  
both re a liz e d  and u n rea liz ed  gains and ga ins and lo s s e s .
For stock  l i f e  in su rance  pub lished  f in a n c ia l  s ta te m e n ts , 
r e a l iz e d  and u n rea lized  ga ins and lo s se s  on investm ents fo r  th e  year 
should be combined and rep o rte d  as one amount in  th e  Income S tatem ent. 
R eporting the  gains and lo s se s  in  th e  Income Statem ent in s te a d  o f  th e  
Surp lus Statem ent would make th e  Income S tatem ent and th e  f i n a l  ne t 
income f ig u re  more re le v a n t .  P resen tin g  t h i s  item  in  th e  Income S ta te ­
ment would a lso  make th e  s tockho lder aware o f  th e  f a c t  th a t  ga ins and 
lo s s e s  from investm ents a re  a m a te r ia l fa c to r  in  determ ining  th e  
earn ings o f  a l i f e  insurance company.
3
Accounting P r in c ip le s  Board, Opinions o f th e  Accounting 
P r in c ip le s  Board No. 2 , R eporting th e  R e su lts  o f O pera tions. December 
1966 (New York: American I n s t i tu t e  o f C e r t i f ie d  P ub lic  A ccountants,
1935), p. 115.
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The re p o rtin g  o f  investm ent in  s to ck s a t  market va lue  i s  in  
accordance w ith e x is tin g  l i f e  insurance  accoun ting  p ra c t ic e s  and i s  
a ls o  in  accord w ith accounting  procedures used by investm ent companies. 
The recommendation o f re p o r tin g  gains and lo s s e s  on investm ent in  
stocks in  th e  income sta tem ent i s  co n tra ry  to  re p o r tin g  p ra c t ic e s  
c u rre n tly  promulgated by th e  NAIC and r e f le c te d  in  th e  NAIC Statem ent 
Blank. R e fle c tin g  gains or lo s se s  on investm ent in  s to ck s would 
enhance th e  value o f th e  Income Statem ent by re p o r tin g  th e  fa c to rs  
th a t  a f f e c t  th e  de te rm ina tion  o f e a rn in g s .
R eporting  Revenue and Expenses
For s ta tu to ry  re p o r tin g  purposes th e  NAIC S tatem ent Blank 
re p o r ts  revenue and expenses on th e  a c c ru a l b a s i s .  In  th e  case o f 
revenue, premium income i s  recognized  on th e  an n iv e rsa ry  d a te  o f  th e  
p o lic y . Expenses fo r th e  period  a re  matched w ith revenues and recognized 
on th e  a c c ru a l b a s is  w ith th e  exception  o f a c q u is i t io n  c o s ts .  For 
s ta tu to ry  purposes, a c q u is i t io n  c o s ts  a re  recognized  in  th e  year 
in c u rre d .
R ecognition o f revenue from premiums by l i f e  in su rance  companies 
i s  in  accordance w ith revenue rec o g n itio n  as p resc rib ed  by GAAP. There 
i s  no recommendation to  change th e  method o f premium income reco g n itio n  
which i s  p re se n tly  used by l i f e  insu rance  companies.
For expense re c o g n itio n , two recommendations a re  p resen ted  fo r 
f in a n c ia l  sta tem ent purposes: ( l )  p o lic y  re se rv e s  should be computed
using  r e a l i s t i c  estim ated  l\itu re  investm ent y ie ld s ,  m o rta li ty  and
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w ithd raw als, and (2) p o licy  a c q u is i t io n  co sts  should bo am ortized over 
a period  o f tim e and matched a g a in s t premium revenue.
As in d ic a te d  in  Chapter I I I ,  th e  a d d itio n  to  rese rv e  i s  a 
fu n c tio n  o f th e  de te rm ina tion  o f t o t a l  re se rv e s  fo r  th e  cu rre n t year 
r e l a t i v e  to  re se rv e s  fo r th e  p r io r  y e a r . E xh ib it 8 o f th e  NAIC S ta te ­
ment Blank r e f l e c t s  th e  de te rm ina tion  o f  aggregate  re se rv e s  fo r l i f e  
p o l ic ie s  and c o n tra c ts .  The t o t a l  rep o rted  in  E xh ib it 8 fo r th e  c u rren t 
y ear i s  t r a n s fe r re d  to  th e  balance sh ee t and th e  in c re a se  in  re se rv es  i s  
rep o rted  in  th e  income s ta tem en t.
S ta tu to ry  re se rv e s  which a re  rep o rted  in  th e  NAIC Statem ent
Blank a re  determ ined based on conserva tive  assum ptions a s  to  in te r e s t
and m o r ta li ty . E ffe c tiv e  January 1, 1966, re se rv e s  fo r a l l  o rd inary
l i f e  new b u siness issu ed  by a company must be computed using  th e  1958
Commissioners S tandard Ordinary T a b l e . I n t e r e s t  r a te s  a re  somewhat
5
f l e x ib le ,  bu t the  maximum ra te  th a t  can be used i s  3& per c e n t. In 
a d d it io n  to  m o r ta li ty  and i n t e r e s t ,  th e  company must s e le c t  one of th e  
v a lu a tio n  methods, such as th e  Net Level Term or th e  Commissioners 
"eserv e  V aluation  Method.
Table VI in  Chapter I I I  r e f l e c t s  some o f th e  d iffe re n c e s  
r e s u l t in g  from v a r ia t io n  in  th e  in te r e s t  r a t e ,  m o r ta li ty  ta b le  and
^A. M. Best Company, B estTs Insurance R eports L ife-H ealth  
1972 (Morristown: A. M. Best Company, I n c . ,  1972), p . x i i i .
^Joseph C. Noback, L ife  Insurance Accounting A Study of the  
F in a n c ia l S tatem ents o f L ife  Insurance  Companies in  th e  United- S ta le s  
and Canatfa Ulomewood: R ichard u. Irw in , I n c . ,  19^9), p . l^ b .
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v a lu a tio n  method* The fo llow ing  conclusions can be noted from the  
in fo rm ation  rep o rted  in  Table VI: ( l )  i n te r e s t— in c re a s in g  th e  in te r e s t
r a t e ,  decreases th e  re se rv e ; (2) m o rta li ty —usin g  th e  1958 CSO, in s tea d  
o f th e  1941 CSO, causes a red u c tio n  in  re se rv e ; and (3) v a lu a tio n  method— 
th e  Commissioners V aluation  Method does no t re q u ire  re se rv e s  in  ea rly  
y e a rs  but over th e  l i f e  o f  th e  c o n tra c t ,  t o t a l  p o lic y  re se rv e s  w il l  
e v en tu a lly  equal th e  re se rv e s  computed under th e  Net Level Premium 
method.
For purposes o f  f in a n c ia l  sta tem ent p re s e n ta tio n , re se rv e s
should be computed by app ly ing  r e a l i s t i c  in t e r e s t  and m o rta li ty
assum ptions. The AICPA Insurance  Audit Guide s ta te s  th e  follow ing
recommendation concerning re se rv e  com putation:
"U nlike s ta tu to ry  re se rv e s  . • . ,  a company c a lc u la t in g  re se rv es  
in  conform ity w ith  g e n e ra lly  accepted  accounting  p r in c ip le s  
should develop i t s  own fa c to rs  based on assum ptions th a t  a re  
reasonab ly  co n serv a tiv e  and th a t  in c lu d e  p ro v is io n  fo r  th e  
r i s k  o f  adverse  d e v ia tio n  from such assum ptions."
I n te r e s t  r a te s  used fo r  rese rv e  c a lc u la t io n s  re p re se n t re tu rn  
on investm ents in  th e  form o f i n t e r e s t ,  d iv idends and r e n t s .  T ra d itio n ­
a l l y ,  in te r e s t  r a te s  used fo r  s ta tu to ry  re se rv e  c a lc u la tio n s  a re  lower
than  a c tu a l  y ie ld  r a t e s .  The e f f e c t  o f c a lc u la t in g  re se rv e s  u sing  lower
than  a c tu a l  r a te s  r e s u l t s  in  d e fe rr in g  th e  re c o g n itio n  o f income# Low
in te r e s t  r a te s  o v e rs ta te  re se rv e s  and re c o g n itio n  o f  th e  d iffe re n c e
^Committee on Insurance Accounting and A uditing , A udits o f  Stock 
L ife  Insurance Companies (New York: American I n s t i tu t e  o f  C e r tif ie d
P ub lic  A ccountants, 1972), p. 96.
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caused by h igher a c tu a l  y ie ld s  I s  postponed u n t i l  th e  po licy  i s  
surrendered  or th e  death o f  th e  p o lic y h o ld e r . The in te r e s t  r a te  th a t  
should be used in  re se rv e  com putations fo r published  f in a n c ia l  s ta te ­
ments • should be based on th e  e s tim ate  o f  fb tu re  in te r e s t
7
expected a t  th e  tim e th a t  th e  p o l ic ie s  were is su e d ."
The Commissioners 1958 S tandard  Ordinary M o rta lity  Table was
developed from th e  a c tu a l  m o rta li ty  experience o f  a number o f  major
0
l i f e  companies during th e  pe riod  1950-1954* P r io r  to  th e  adoption 
o f  th e  1958 CSO, in surance  companies used th e  1941 CSO fo r  rese rv e  
com putations.
Some l i f e  in su rance  companies d isc lo se  th e  fa c to rs  used in  th e  
re se rv e  computation as a foo tno te  to  th e  f in a n c ia l  s ta tem en ts . An 
example o f such d isc lo su re  was p resen ted  in  th e  1971 f in a n c ia l  s t a te ­
ments o f American N ational Insurance Company.
The fo llow ing ta b le  s e ts  fo r th  th e  percen tage o f th e  companies1 
l i f e  insu rance  re se rv e s  a t  th e  end o f th e  l a s t  two y ea rs  based upon 
each o f th e  M o rta lity  Tables and assumed r a te s  o f  in te r e s t  l i s t e d  below:
7 a a n d  Percen t o f  L ife
Assumed Rates o f  I n te r e s t  Reserves 1971
American Experience 3* and 3^* 8 .9
Standard In d u s t r ia l  3i*  11.3
1941 CSO 2 -3 /4* , 3*, and 3s* 41.4
1941 Standard I n d u s t r ia l  17.6
^ Ib id . ,  p . 76.
% rn s t  & E rnst Insurance In dustry  Committee, N atu ra l Reserves 
and L ife Insurance Accounting (E rnst & E rn st, 1970), p . 71.
U 2
M ortality  l a b ia  and. 
Aggiia^g Oataa. aL ftrt«rc.rt
P ercen t o f L ife
R «ary«  1221
1958 CSO 2 3 $ ,  and 3&  
Other
20.0
With the  passage o f tim e, American N ational w i l l  re p o r t  a red u c tio n  in  
th e  rese rv e  element computed u sin g  the  19^1 CSO and w i l l  r e f l e c t  an 
in c rease  in  th e  1958 CSO p e rcen tag e . This change in  th e  composition 
o f  re se rv e s  w i l l  r e s u l t  from the  su rrender o f p o l ic ie s  and th e  death 
o f p o lic y h o ld e rs .
o f m o r ta li ty , in te r e s t  and w ithdraw als w i l l  r e s u l t  in  a b e t te r  matching 
o f  revenue and expenses. The problems r e s u l t in g  from d e riv in g  and 
applying r e a l i s t i c  reserve  f a c to r s ,  necessary  fo r  th e  p rep a ra tio n  o f 
l i f e  insu rance  f in a n c ia l  s ta te m e n ts , can be compared to  th e  d i f f ic u l ty  
o f  using e s tim ate s  in  va rious conventional accounting  a p p lic a tio n s .
t h e  follow ing a re a s : d e p re c ia tio n , am o rtiz a tio n , pensions, standard
c o s t s ,  allowance fo r u n c o lle c t ib le s ,  w a rra n tie s , and long-term  
c o n stru c tio n  c o n tra c ts .  D eterm ination o f d e p re c ia tio n  expense to  be 
r e p o r t e d  i n  th e  Income Statem ent i s  p red ic ted  upon two es tim ates : 
u s e f u l  l i f e  and salvage v a lu e . Doth e stim ates  a re  e s ta b lish e d  when the  
a s s e t  i s  acqu ired  and a re  based on th e  most r e l i a b le  inform ation  
a v a ila b le  a t  th a t  tim e. As the  a s s e t  i s  p laced in to  se rv ice  and used ,
D eterm ination o f  re se rv e s  through use o f r e a l i s t i c  e stim ates
In f in a n c ia l  accoun ting , th e  use o f e s tim a te s  a re  req u ired  in
9
E rnst & E rn s t, F in a n c ia l R eporting Trends. L ife  Insurance 1972 
(E rnst A E rn s t, 1972), p . 120.
th e  u se fu l l i f e  and salvage value a re  reviewed and rev ised  i f  the  
a c tu a l  experience in d ic a te s  a m a te r ia l  d if fe re n c e  from th e  o r ig in a l  
estim ate* In  f in a n c ia l  accoun ting , a change in  an accounting  e stim ate  
( i . e . ,  in c re a se  th e  u se fu l l i f e  o f a d ep rec iab le  a s s e t )  should be 
accounted fo r  in  th e  pe riod  o f  th e  change and th e  ib tu re  periods th a t  
th e  change a f f e c t s . ^  Thus, th e  in c re a se  in  th e  rem aining l i f e  o f a 
d ep rec iab le  a s s e t  would r e s u l t  in  th e  reduc tion  o f d e p re c ia tio n  expense 
fo r th e  c u rre n t period  and fo r  a l l  fu tu re  periods th a t  th e  a s s e t  i s  
used . Applying f in a n c ia l  accounting  techniques to  th e  a rea  o f l i f e  
insu rance  re se rv e  com putations r e s u l t s  in  th e  fo llow ing  recommendations:
( l )  re se rv e  computations should be based on r e a l i s t i c  e stim ates  o f 
m o r ta li ty , i n te r e s t  and w ithdraw als a t  th e  tim e th e  p o licy  i s  issued  
and (2) m a te r ia l d iffe re n c e s  from th e  o r ig in a l  e s tim a te s  should be 
recognized c u rre n tly  and th e  e f f e c ts  o f  d e v ia tio n s  should be rep o rted  
in  th e  determ ination  o f n e t income.
For s ta tu to ry  rese rv e  com putations, l i f e  insu rance  companies 
cannot use an in te r e s t  r a te  to  exceed 3 i  per c e n t. As in d ic a te d  
e a r l i e r ,  t h i s  i s  th e  maximum r a te  th a t  can be used and many companies, 
inc lud ing  American N ationa l, use  r a te s  lower than  3 i  per cent in  th e  
rese rv e  com putation. The a c tu a l  r a te  o f re tu rn  on investm ents as 
repo rted  by th e  l i f e  insu rance  in d u s try  has in creased  over th e  p a s t 
years as fo llow s: I960—A. 11*, 1965—A.61$, 1970— 5.302, and 1971— 5.44
10Accounting P r in c ip le s  Board, Opinions o f  th e  Accounting 
P r in c ip le s Board No. 20. Accounting Changes. Ju ly  1971 (New York: 
American I n s t i tu t e  o f  C e r t i f ie d  Public  A ccountants, 1971), p . 397.
^ I n s t i t u t e  o f  L ife  In su rance , l i f e  Insurance Fact Book 1972 
(New York: I n s t i tu t e  o f L ife  Insurance , 1972"), p . 61.
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Computation o f  s ta tu to ry  re se rv e s  during  p e rio d s o f in c re a s in g  in te r e s t  
r a t e s ,  has caused rep o rted  n e t income to  be u n d e rs ta ted  and th e  
re se rv e  l i a b i l i t y  to  be o v e rs ta te d .
The rese rv e  computation re q u ire s  th e  a p p lic a tio n  o f  a 
v a lu a tio n  method. The Net Level Method o f v a lu a tio n  i s  considered a s  
more s tr in g e n t  than  th e  Commissioners Reserve V aluation  Method. The 
CRMV does not re q u ire  any re se rv e  in  th e  y ear o f sa le  and use o f t h i s  
method i s  in tended to  o f f s e t  th e  e f f e c t  o f expensing a c q u is i tio n  c o s ts . 
For s ta tu to ry  re p o rtin g  purposes, a c q u is i t io n  c o s ts  a re  expensed in  
th e  y ear in cu rred  and th e  company has th e  op tion  o f  computing re se rv e s  
u sing  th e  NLFM or th e  CRVM. I f  th e  company e le c ts  to  am ortize 
a c q u is i t io n  co sts  i t  must compute re se rv es  u s in g  th e  NU’M o f v a lu a tio n . 
A cq u is itio n  c o s ts , a s  d iscussed  in  Chapter I I I ,  in c lu d es such item s 
a s :  f i r s t  y ear commission, underw riting , and p o licy  is su e  c o s ts .
The consequence o f  t r e a t in g  a c q u is i t io n  co s ts  a s  a c u rren t 
expense item  i s  r e f le c te d  in  th e  repo rted  n e t income o f a l i f e  
in su rance  company. Whereas in  most b u s in e sse s , a s  s a le s  in c re ase  n e t 
income in c re a s e s , in  l i f e  insurance  as s a le s  in c re ase  n e t income may 
d ec rea se . This cond ition  i s  caused by th e  fa c t  th a t  th e  premium 
revenue generated  from sa le s  i s  not adequate to  o f f s e t  th e  a c q u is i t io n  
co s ts  in cu rre d  in  those  s a le s .
In  f in a n c ia l  accoun ting , c u rren t expend itu res fo r goods and 
se rv ic e s  ap p lica b le  to  fb tu re  periods a re  id e n t i f ie d  as prepayments or
14 5
d efe rred  charges. Some b a s ic  examples would Include p repa id  r e n t ,  
p repaid  i n t e r e s t ,  s to re  su p p lie s , and prepaid  a d v e r t is in g . Normally, 
prepayments a re  made fo r a sh o rt period  o f  tim e and i f  th e  b e n e f i t  o f 
th e  prepayment extends beyond th e  next o p e ra tin g  cy c le , th e  item  i s  
id e n t i f ie d  as a d e fe rred  charge. Prepayments and d e fe rred  charges a re  
am ortized over th e  l i f e  o f th e  b e n e f it  and matched a g a in s t th e  r e s u l t in g  
revenues.
For published  f in a n c ia l  statem ent purposes, l i f e  insurance 
companies should c a p i ta l iz e  a c q u is i t io n  co s ts  and am ortize those  co sts  
over th e  period  of time fo r  which premium revenue i s  recognized . The 
d ir e c t  e f f e c ts  o f t h i s  recommendation a re  to  c re a te  an a d d it io n a l  a s se t  
to  be recognized in  th e  balance sh e e t, D eferred A cq u isitio n  Costs; and 
to  e lim in a te  the  in co n s is ten cy  of having to  re p o r t  a lower n e t income 
in  periods o f in c reas in g  s a le s .
Two major problems must be solved befo re  i t  w i l l  be p o ss ib le  to  
d e fe r and am ortize a c q u is i t io n  c o s ts . F i r s t ,  th e  l i f e  insurance com­
pany must determ ine the  amount o f a c q u is i t io n  c o s ts  a p p lic a b le  to  each 
new block o f p o l ic ie s .  Normally, th e  major item  of a c q u is i t io n  co3ts 
i s  th e  f i r s t  year commission paid  to  the  agent s e l l in g  th e  p o lic y . 
V ariab le  expense item s th a t  f lu c tu a te  w ith sa le s  and a re  re la te d  to  
p lac ing  new b u siness on the books would a ls o  be id e n t i f ie d  as 
a c q u is i t io n  c o s ts . A fte r th e  company has determ ined a c q u is i t io n  costs 
fo r a block o f  p o l ic ie s ,  i t  then must derive  a method of matching the  
a c q u is i t io n  co sts  w ith premium revenues to  be received  over th e  l i f e  of 
th e  p o l ic ie s .
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Assume th a t  a company i s  ab le  to  determ ine th a t  i t  incurred  
a c q u is itio n  co s ts  o f $20,000 a p p lica b le  to  th e  sa le  o f 500 p o l ic ie s  
w ith an average l i f e  o f ten  y e a rs . Applying the  b a s ic  f in a n c ia l  
accounting ru le s  o f am o rtiza tio n  to  t h i s  problem would r e s u l t  in  the  
reco g n itio n  o f $2,000 ($20,000 -  10 y ea rs)  expense per y e a r . I n i t i a l l y ,  
the  £2,000 appears to  be th e  amount th a t  would be charged o f f  fo r the  
f i r s t  y e a r , leav in g  a balance o f $13,000 to  be rep o rted  as Deferred 
A cqu isition  C osts.
This s o lu tio n , although i t  appears lo g ic a l ,  i s  not c o rre c t .  I f  
expenses a re  to  be matched w ith revenue, the  above method of computing 
am o rtiza tio n  i s  in v a l id .  The fa l la c y  o f th e  computation r e s u l t in g  in  
reco g n itio n  o f $2,000 expense i s  th a t  revenues w il l  be received  equal­
ly  over the  l i f e  o f the  p o l ic ie s .  Due to  th e  lap se  r a t e ,  the  su rrender 
of  p o lic ie s  and th e  payment o f death b e n e f i ts ,  th e  revenue received  w ill  
decrease from th e  f i r s t  year high and •on tinue  to  decrease  u n t i l  the  
block of p o l ic ie s  a re  no longer o u tstan d in g .
One method or am o rtiza tio n  o f a c q u is i t io n  co sts  involves the
determ ination  o f t o t a l  revenue to  be received  and am o rtiza tio n  based on
the a n tic ip a te d  revenue fa c to r .  Assume, th a t  in  th e  previous example,
12the  to ta l  number o f annual premiums to  be received  was 2,750  and each 
annual premium was $50. Based on th ese  fa c to rs  th e  t o t a l  premium 
revenue would amount to  $137,500 ($50 x 2 ,750 ). Assume th a t  in  th e  f i r s t
1 2Assume th a t  500 premiums a re  received  in  th e  f i r s t  year and 
th a t  the number o f premiums a re  reduced by 50 each y e a r , u n t i l  th e  ten th  
y e a r.
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y e a r , a l l  500 po licyho lders paid  th e i r  $50 annual premium. Premium 
revenue for th e  f i r s t  year would amount to  $25 , 000 . A cq u isitio n  co sts  
could be am ortized based on the  r e la tio n s h ip  o f t o t a l  revenue to  
annual revenue, which fo r the  f i r s t  year would amount to  $3,636  
(25,000 ^ $137,500 X $20,000). As premium revenue reduces from year 
to  y e a r, the  amount of a c q u is i t io n  co s ts  to  be am ortized w ill  be 
reduced acco rd in g ly .
L ife  insurance companies th a t  decide to  p resen t th e i r  f in ­
a n c ia l  sta tem ents in  accord w ith GAAP w il l  be requ ired  to  a d ju s t both 
th e i r  reserve  c a lc u la tio n s  and th e  trea tm en t o f a c q u is i t io n  c o s ts . I f  
a company i s  u sing  the  Commissioners Reserve V aluation  Method to  
compute i t s  re se rv e s , and i t  wants to  d efe r a c q u is i t io n  c o s ts , i t  must 
convert to  th e  Net Level Premium Method and recompute i t s  re se rv e s .
An example o f th is  cond ition  can be found in  th e  1972 
published annual re p o r t  o f American Family L ife Assurance Company. In 
a d ju s tin g  i t s  s ta tu to ry  sta tem ents to  conform w ith GAAP, American Family 
l i f e  reported  Deferred A cqu isition  Costs o f $34,292,405 fo r year ended 
1972. The company a lso  repo rted  an in c rease  in  re se rv es  o f $5,355,626 
re s u ltin g  from computing re se rv es  u sing  a Net Level Premium Method 
in stead  o f the Commissioners Reserve V aluation Method.
The recommended trea tm ent o f  de term ination  o f  reserves  and 
am ortiza tion  o f  a c q u is i t io n  costs  w i l l  have a profound e f fe c t  on the 
f in a n c ia l  sta tem ents of stock l i f e  insurance companies. S ta tu to ry  
treatm ent of these  items i s  ju 3 t :  fied  from the  standpoin t o f  conser­
vatism and the  fee l in g  th a t  the  po licyholder must be p ro tec ted . Nse
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o f more r e a l i s t i c  fa c to rs  in  reserve  computations and am o rtiza tio n  of 
a c q u is i t io n  co sts  i s  j u s t i f i e d  from th e  s tandpo in t o f  making the  
published  f in a n c ia l  sta tem ents more m eaningful and applying conventional 
accounting  techn iques, as promulgated by th e  AICPA’s Accounting P rin c ip le s  
Board, to  l i f e  insurance accounting .
A c c o u n tin g  I 21  N o n ad m ittcd  A s s e t s
Nonadmitted a s s e ts  a re  those  a s s e ts  which cannot be repo rted
in  the  f in a n c ia l sta tem ents o f stock l i f e  insurance companies. The
p ra c tic e  o f id e n tify in g  a s s e ts  as nonadm itted can be tra c e d  to  an 1871
ru lin g  o f the  New York S ta te  L ife Insurance Commissioner which s ta te d
th a t  the  follow ing item s be l i s t e d  as Not Admitted as A vailab le  A ssets:
( l )  F u rn itu re  and f ix tu r e s ,  (2) Conmuted commissions, (3) Cash advanced
to ,  or in  th e  hands o f , o f f ic e r s  and a g en ts , (4 ) Agents’ ba lances owed
to  the company, (5) Loans on personal s e c u r i ty ,  and (6) S u p p lies ,
13p rin te d  m a tte r , and s ta t io n e ry . The a s s e ts  th a t  a re  c u rre n tly  
id e n tif ie d  a3 nonadmitted a s s e ts  a re  l i s t e d  in  E xhib it 1/* o f the  NAIC 
Statem ent blank and include  most o f  the  item s i n i t i a l l y  l i s t e d  by the 
*Vw Fork S ta te  Life Insurance Commissioner in  1871. The in d iv id u a l 
H ■ 'ns comprising the  nonadmitted a s s e t  category have been l i s t e d  in 
'fini to r  I I I  o f th i s  study .
Nonadmitted a s s e ts  appear in  two e x h ib its  included in  the  NAIC 
Statement Blank: E xhib it 13—A ssets and E xh ib it 14—A nalysis of Non- 
admitted A ssets and R elated Item s. The o b jec tiv e  o f E xhib it 13 i s  to
13 Noback, pp. c i t . . p . 94.
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determ ine th e  Net Admitted A ssets which a re  to  be repo rted  in  the  Annual 
S tatem ent. In  the  case of Connecticut General L ife  Insurance Cooptny 
th e  NAIC Statem ent Blank fo r  year ended 1971 repo rted  th e  follow ing 
amounts in  E xh ib it 13:
Ledger A ssets $5,435*487,886
P lus: Nonledger A ssets 270,809,107
Less: A ssets Not-Admitted 37.478.122
Net Admitted A ssets $5.668.818.871
Hie t o t a l  repo rted  in  E x h ib it 13 agrees w ith the  t o t a l  A ssets repo rted  
Connecticut General l i f e  Insurance Company in  th e  NAIC Statem ent Blank 
included in  Chapter IV o f t h i s  study.
Some o f th e  amounts reported  in  E xh ib it 13 a s  A ssets Not 
Admitted a re  included in  E xh ib it 14* C onnecticut General rep o rted  the  
fo llow ing item s in  E xh ib it 14:
End o f End o f Change fo r Year 
Previous Current Increase  ( - )  or 
___________________________________. . . I W y . ____ _ . Yeff Dpprease (+)___
30. F u rn itu re  and equipment $4, 9 1 2 ,6 4 0 $6 , 369,863  $ -  1,457,223 
34. T^ans on personal s e c u rity
endorsed or not 59,233 133,835 -  74,577
37. Accident and h ea lth
premiums due arid paid 1,913,729 1,908,875 4,854
38. Other a s s e ts  not adm itted 
38.1 A ll o ther debt
balances 258.067 323.302 -  65.235
40. T otal Change $ -  1.592.181
The to ta l  change in  nonadmitted a s s e ts  repo rted  in  E xhib it 14 in fluences 
the  determ ination  o f unassigned su rp lu s . An in crease  in  nonadmitted
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a s s e ts  r e s u l ts  in  a decrease in  unassigned su rp lu s . C onnecticut General 
repo rted  an in c rease  o f $1,592,181 in  nonadinitted a s s e ts  .In E xh ib it 1Z* 
and a lso  re f le c te d  the  same amount in th e  Surplus Account included  in  
Chapter TV.
The accounting e f f e c ts  o f t r e a t in g  fu rn itu re  and equipment a3 
nonadmitted a s s e ts  a re  l i s t e d  a s  fo llow s: ( l )  a s s e ts  th a t  shcwld be
c a p ita l iz e d  a re  w ritte n  o f f  fo r f in a n c ia l  re p o rtin g  purposes a g a in s t 
unappropriated  su rp lu s in  th e  period  in c u rre d , (2) in  reco rd ing  
d e n re c ia tio n  expense, a d ir e c t  charge a g a in s t the  a s s e t  account i s  
recorded in  the  le d g e r , in s te a d  o f s e t t in g  up a contra  account and 
f3) d e p rec ia tio n  expense i s  not id e n t i f ie d  in  th e  Income S tatem ent. In 
the  case o f C onnecticut G eneral, th e  1971 in c rease  in  fu rn i tu re  and 
equipment o f $1 ,Z*57,223 w i l l  not appaar as p a r t  o f  t o t a l  a s s e ts  even 
though the fu rn itu re  and equipment may have u t i l i t y  in  fu tu re  p e rio d s . 
Tor accounting purposes, d e p re c ia tio n  expense a p p lic a b le  to  th e  
a d d itio n  i s  recorded by a d e b it to  expense and a c re d i t  to  fu rn itu re  
and equipment. The rep o rted  in c rease  in  fh rn itu re  and equipment of 
$1,<!*57,223 rep re se n ts  Gross A dditions -  R etirem ents -  C urrent Toar 
d ep rec ia tio n  on A dditions -  Current Year D eprecia tions on Beginning 
'ialance o f  F u rn itu re  and Equipment.
The recommended method th a t  stock  l i f e  insurance companies 
should use in  accounting fo r fu rn itu re  and equipment i s  comparable to  
the  method p resen tly  used in  conventional f in a n c ia l  accoun ting . Upon 
a c q u is itio n  o f fu rn itu re  and equipment, those  item3 which have on 
estim ated  u se fu l l i f e  th a t  w i l l  extend beyond the  cu rren t opera ting
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period  should be c a p ita l iz e d  and deprecia ted*  The amount to  appear in  
th e  Balance Sheet i s  th e  o r ig in a l  cost minus th e  accumulated dep recia ­
t io n .  The amount to  be repo rted  in  th e  Income Statem ent i s  th e  cu rren t 
year d e p rec ia tio n  expense.
This trea tm en t w i l l  r e s u l t  in  th e  p e rio d ic  red u c tio n  o f re ­
ta in e d  earn ings by rec o g n itio n  o f  d e p re c ia tio n  expense. F u rn itu re  and 
equipment w i l l  be rep o rted  as an a s s e t  and w i l l  be d ep rec ia ted  over 
i t s  estim ated  u se fu l l i f e .  The d e p re c ia tio n  expense w i l l  be re f le c te d  
in  th e  Income Statem ent and, consequently , w i l l  reduce rep o rted  net 
e a rn in g s . A red u c tio n  in  net earn ings w i l l  r e s u l t  in  a red u c tio n  in  
year end re ta in e d  earn in g s.
A second type of nonadmitted a s s e t  i s  a g e n ts ’ d e b it ba lances. 
This account re p re se n ts  th e  balance due th e  company fo r amounts advanced 
to  agen ts in  th e  e a rly  s tag es o f th e i r  employment. In order to  a t t r a c t  
and develop an agency fo rc e , many companies pay a le v e l  monthly sa la ry  
for a period  o f time with the  understanding  th a t  flitu re  commissions 
earned w ill  be app lied  a g a in s t the  monthly payments.
Although Connecticut General re p o r ts  a zero balance for a g e n ts ’ 
d eb it ba lances, th e  balance o f th is  account for o ther l i f e  companies 
can be m a te r ia l. In Chapter I I I  o f t h i s  s tudy , i t  was repo rted  th a t  
American F id e li ty  L ife Insurance Company had a balance o f $1 , 005 , 15;* in 
Agents’ balances for year ended December 31, 1970. The follow ing 
in form ation  was repo rted  in  the  1970 s ta tu to ry  f in a n c ia l  sta tem ents o f
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American F id e li ty  L ife  Insurance Co.: Admitted A ssets—$20,6b5,89A,
Unassigned Surplus—$63*#11 and Net Cain from O perations—$52A#363« ^
Agents* d e b it balance i3  a ledger a s s e t  and i s  repo rted  in
E xhib it 1A» Assume th e  follow ing events occurred during 19A: ( l )
October 2, 19A, h ired  an agent a t  a le v e l  monthly sa la ry  o f $800.
(2) Commission earned by agent during 19A; October $ -0 - , November $A50,
December $900. A fte r reco rd ing  these  t r a n s a c tio n s ,  th e  fo llow ing
inform ation  would be rep o rted  in  th e  agents* d e b it balance account.
________________ A gents*  Debi t  B a la n c e _______________________
Oct. 19A $ 800 Nov. 19A $ A 50
Nov. 800 Dec. 90C
Dec. 800
Dec. 31, 19A Balance $1,050 
Agents* d e b it balance o f $1,050 would be repo rted  in  E xhib it 1A as a 
ledger a s se t  and th e  same amount would be l i s t e d  in  column 3» Asset 
Not Admitted. This would re s u l t  in  $ -0 - being rep o rted  in  column A of 
E xhib it 1A, Net Admitted A ssets .
In E xh ib it 15, agents* d eb it balance fo r th e  end o f the  cu rren t 
year would be repo rted  a t  $1 , 050 . Assuming the  balance a t  th e  beginning 
• >f the year was $ -0 - , the  change for the year would bo $1,050. l i t i s  
would rep resen t an increase  in nonadmitted a s s e ts  and thus a decrease 
in  urias3i;7ied su rp lu s . The company would a lso  re p o r t Commission Expense
^*A. N. Dest Company, Best*s Insurance Deports L lfe-H ealth  1971 
(Norristown: A. M. best Company, In c . ,  197! ) ,  p. &»•
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o f £1,350 in  th e  Income Statem ent fo r year ended 19A. The t o t a l  e f fe c t  
o f these  tran sac tio n *  i s  a red u c tio n  o f net income by £1,350  and a 
d ir e c t  charge a g a in s t unassigned su rp lu s o f £1,050. The t o t a l  e f fe c t  
on unassigned su rp lu s  i s  a red u c tio n  o f  £2 ,Z»00 .
Continuing th i s  i l l u s t r a t i o n ,  assume the  fo llow ing tra n s a c tio n s  
took p lace in  19B: ( l )  Agent q u i ts  in  19B befo re  he draws h is  sa la ry
fo r January 19B. (2) Business in  process a t  th e  end o f  19A r e s u l t s  in
£300 commissions due the  ag en t.
The balance o f agents* d e b it balance a t  th e  end o f  19B, befo re  
ad justm ent, i s  £750. The company decides to  w rite  o f f  th e  amount due 
an i records an a d ju s tin g  jo u rn a l en try  which reduces th e  balance o f the  
account to  £ -0 - . The agents* d e b it balance a t  th e  beginning o f  th e  
year was £1,050 and th e  end o f the  year i s  £ -0 - . The consequence o f 
t h i s  cond ition  i s  an in c rease  in  unappropria ted  su rp lu s .
Using e x is tin g  stock  l i f e  insurance accounting  methods, as 
r e f le c te d  in  t h i s  i l l u s t r a t i o n ,  th e  follow ing e f f e c ts  on th e  determ i­
n a tio n  o f net income i s  noted: ( l )  Commission expense, 39A £1,350,
(2) Commission expense, 193 £300, and (3 ) Other sa la ry  expense, 19B 
£750. The t o t a l  expenses repo rted  fo r  th e  two year period  i s  £2,100. 
This amount i s  equal to  th e  th re e  le v e l  monthly sa la ry  payments; of 
£>*00 .
A question  can be ra ised  concerning proper reco g n itio n  o f 
expense and th e  adequacy o f re p o rtin g  a s s e ts .  As p rev iously  s ta te d , 
expenses should be reported  and matched, to  the  ex ten t p o ss ib le ,  w ith
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revenue earned in  in cu rrin g  such expenses. A sse ts , such as agents* 
d e b it ba lan ces, should appear in  the  Balance Sheet i f  i t  i s  probable 
th a t  such amounts w i l l  be o f f s e t  a g a in s t fb tu re  commissions.
In order to  make stock  l i f e  inaurance accounting  p ra c tic e s  and 
th e  r e s u l t in g  f in a n c ia l  sta tem ents more meaningful and comparable to  
o th er in d u s tr ie s ,  agents* d e b it balances should be repo rted  a s  an a s se t  
and the  r e s u l t in g  expense should be matched a g a in s t revenue. The 
accounting fo r agents* d e b it ba lances would be conducted th e  same way 
i t  i s  p re sen tly  being done w ith th e  follow ing excep tion , a t  the  end of 
th e  period a complete review o f  th e  in d iv id u a l agen ts balances be con­
ducted to  e s ta b l is h  c o l l e c ta b i l i ty .  In d iv id u a l amounts th a t  cannot be 
o f f s e t  a g a in s t expected fb tu re  commissions should be w r itte n  o f f .  An 
allowance account should be s e t  up to  r e f l e c t  the  fa c t  th a t  a l l  account 
balances w i l l  not be c o lle c te d . This method o f  accounting  i s  comparable 
to  the  conventional accounting method o f accounting fo r  and re p o rtin g  
tra d e  accounts re c e iv a b le .
Applying th e  recommended procedure to  th e  previous i l l u s t r a t i o n  
would r e s u l t  in  the  follow ing amounts being rep o rted : ( l )  Commission
expense, 19A $1,350, (2) Other expense, 19A $750, and (3) Commission 
expense, 19B $300. For purposes o f t h i s  i l l u s t r a t i o n ,  th e  amount 
repo rted  in  th e  19A Balance Sheet fo r agents* d eb it balances would be 
$ -0 - because th e  agent q u it  and no fu tu re  commissions a re  forthcom ing. 
The expense to  be recognized fo r 19A i s  $2,100 and 19B $300.
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The accounting and re p o rtin g  o f  a l l  nonadm itted a s s e ts  should 
be comparable to  th e  accounting  methods p re se n tly  used in  conventional 
f in a n c ia l  accounting . Under conventional accounting  i t  i s  necessary 
to  review a l l  a s s e ts  to  determ ine th a t  amounts rep o rted  have fu tu re  
u t i l i t y  and th u s  can be recovered a g a in s t fu tu re  o p e ra tio n s .
Recognition D eferred Fetforfrl IflCQffig Tagg&
A stock  l i f e  insurance  company determ ines i t s  fe d e ra l income 
ta x  l i a b i l i t y  under th e  p ro v is io n s  o f  th e  L ife  Insurance Company Income 
Tax Act o f 1959. The in te n t  o f  th e  1959 Act was to  ta x  l i f e  insurance  
companies e s s e n t ia l ly  in  th e  same manner as o th e r c o rp o ra tio n s . As 
s ta te d  in  Chapter I I I ,  th e  determ ination  o f th e  ta x  l i a b i l i t y  involves 
the  d esig n a tio n  o f  tax ab le  income as Phase I ,  H ,  o r I I I .
The NAIC Statem ent Blank re p o r ts  fe d e ra l income ta x  l i a b i l i t y  
in  the statem ent o f L ia b i l i t i e s ,  Surplus and Other Funds. The fe d e ra l 
income ta x  expense i s  rep o rted  in  th e  Summary o f  O perations a s  the  l a s t  
deduction p r io r  to  de te rm ina tion  o f  ne t gain  from o p e ra tio n s . Connecticut 
General L ife Insurance Company in  i t s  NAIC Statem ent Blank included in  
Chapter TV o f  t h i s  s tudy , repo rted  a fe d e ra l income ta x  l i a b i l i t y  o f 
i2/*,A51f009 and fe d e ra l income ta x  expense o f  $29,000,000 fo r 1971.
Federal income ta x  a llo c a t io n  i s  not recognized fo r  NAIC Statem ent Blank 
purposes nor i s  tax  a llo c a t io n  used in  p resen tin g  published f in a n c ia l  
s ta tem ents .
Many o f the  accounting  methods p resc rib ed  by the  NAIC Statem ent 
Blank a re  used in  determ ining tax ab le  income and th u s , ta x  l i a b i l i t y .
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In  determ ining re s e rv e s , "a l i f e  insu rance  company which has computed 
re se rv e s  on th e  p re lim inary  term  b a s is  may e le c t  under se c tio n  818(c), 
to  reva lue  th e  re se rv es  on a ne t le v e l  premium b a s is  fo r ta x  purposes, 
even though th e  p re lim inary  term method i s  re ta in e d  fo r  annual 
statem ent p u r p o s e s A s  p rev iously  no ted , the  p relim inary  term  
method i s  a le s s  s tr in g e n t method o f  computing re s e rv e s , thus the  ta x  
l i a b i l i t y  i s  minimized by use o f th e  ne t le v e l  rese rv e  method.
In conventional f in a n c ia l  accounting  th e re  i s  both i n te r ­
period  and in tra p e rio d  income ta x  a l lo c a t io n .  In te rp e rio d  a llo c a t io n  
r e l a te s  p rim arily  to  reco g n itio n  o f tim ing  d iffe re n c e s  between book 
and tax ab le  income. In trap e rio d  a l lo c a t io n  re q u ire s  th a t  the  tax  e f fe c t  
be o f f s e t  a g a in s t the  item  g iv ing  r i s e  to  th e  ta x  l i a b i l i t y .  The 
Accounting P rin c ip le s  Board took the  follow ing p o s itio n  in  Opinion #11, 
Accounting fo r Income Taxes,. December 1967: "The Board has considered
th e  various concepts fo r income tax e s  and has concluded th a t  compre­
hensive in te rp e r io d  ta x  a l lo c a t io n  i s  an in te g ra l  p a r t  o f the  determ i­
n a tio n  o f income ta x  e x p e n s e I n  the  same Opinion, the  board l i s te d  
a s  an area  req u ir in g  a d d it io n a l  study th e  amount designated  a s  po licy ­
h o ld e rs1 surp lus by stock l i f e  insurance companies.
Opinion //23 o f  the  APB, Accounting fo r Income Taxes -  Opucjal 
A reas, issued ip  A pril 1972, included a d iscu ssio n  and opinion on
l r)Walker, Levy and Knickerbocker, 2/*5 Tax Management, Life 
Insurance Com panies-D efinltion and Accounting (Washington: The Bureau
o f ‘.'atLonal A ffa irs , I n c . ,  1970), p . A-29.
^A ccounting  P rin c ip le s  Board, Opinions o f  the  Accounting Frin- 
r ip le s  Board No. 11. Accounting fo r Income TaxesP December 1967 (New 
fork: American I n s t i tu te  o f  C e r tif ie d  Public  Accountants, Id^v ), p. 1 Ap.
157
p o lic y h o ld e rs ’ su rp lu s . The Board s ta te d  th a t  since  the  l i f e  insurance
company c o n tro ls  th e  events c re a tin g  the  ta x  consequence th a t  i t  i s
no t necessary  to  accrue income ta x  on th e  d iffe re n c e  between tax ab le
income and p re ta x  accounting income id e n t i f ie d  as p o lic y h o ld e rs ’ su r-  
17p lu s . Thus, p o lic y h o ld e rs’ su rp lu s i s  t r e a te d  as a permanent 
d if fe re n c e  between book and taxab le  income.
For f in a n c ia l  statem ent re p o rtin g  purposes, i t  i s  recommended 
th a t  stock  l i f e  insurance  companies comply w ith the  p o s itio n  taken by 
the  APB and recognize both in te rp e r io d  and in tra p e r io d  ta x  a l lo c a t io n .
Cne o f  the  tim ing  d iffe re n c e s  th a t  w i l l  r e s u l t  from accounting  recom­
mendations p rev iously  porposed in  t h i s  study invo lves reco g n itio n  o f 
a c q u is i t io n  expense. For ta x  purposes, a c q u is i t io n  expense can be 
charged o f f  in  the  period in cu rre d . I f  fo r  f in a n c ia l  statem ent pur­
poses, a c q u is i t io n  expense i s  am ortized , i t  w i l l  be necessary  to  
recognize d e fe rred  fe d e ra l income tax es  r e s u l t in g  from the  d if f e r e n t  
trea tm en t fo r book and ta x  purposes.
A lloca tion  o f  fe d e ra l income ta x  has as i t s  o b je c tiv e  th e  
meaningful d e te rm ina tion  o f ne t income. When tim ing d iffe re n c e s  a r i s e ,  
those  d iffe re n c e s  must be recognized and p roperly  accounted fo r in  
o rder to  make the  f in a n c ia l  statem ents o f stock  l i f e  insu rance  
companies comparable to  conventional f in a n c ia l  s ta tem en ts .
17Accounting P rin c ip le s  Board, Opinions o f  th e  Accounting 
P r in c ip le s  Board No. 23. Accounting fo r Income Taxes—S p ec ia l A reas.
A pril 1972 (New York: American I n s t i tu t e  o f C e r tif ie d  Public  Accountants,
1972), p. 453.
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In summary the  fo llow ing  recommendations have been made in  an 
e f f o r t  to  improve th e  accounting  p ra c tic e s  used by stock  l i f e  insurance 
companies. Bonds should be repo rted  a t  am ortized values and am orti­
z a tio n  should be computed based on the  s c i e n t i f i c  method. Both p re fe rred  
and common stocks should be repo rted  a t  market value and u n rea liz ed  
gain  or lo s s  should be recognized  in  th e  Income S tatem ent. P o licy  
re se rv e s  should be computed u sing  r e a l i s t i c  e stim ates  o f  fu tu re  y ie ld s ,  
m o rta li ty  and w ithdraw als, and adjustm ents fo r d if fe re n c e s  between 
a c tu a l  and expected r e s u l t s  should be r e f le c te d  in  th e  cu rre n t year 
de te rm ina tion  o f net income. A cq u is itio n  c o s ts  should be matched with 
revenue which would r e s u l t  in  am o rtiza tio n  o f a c q u is i t io n  c o s ts  over 
th e  expected l i f e  o f  th e  p o l ic ie s .  Nonadmitted a s s e ts  should be 
recognized as a s s e ts ,  i f  they  have fu tu re  u t i l i t y ,  and re la te d  
expenses should be rep o rted  in  th e  period  to  which they  r e l a t e .  Both 
in te rp e r io d  and in tra p e r io d  fe d e ra l income ta x  a llo c a tio n  should be 
used in  r e f le c t in g  d if fe re n c e s  between book and tax ab le  income. The 
im plem entation o f  these  suggestions w i l l  be r e f le c te d  in  th e  proposed 
se t o f f in a n c ia l  sta tem ents th a t  a stock  l i f e  insu rance  company should 
prepare in  rep o rtin g  to  i t s  s to ck h o ld e rs .
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CHAPTER VI
Recommended Form and Content q£  F in an c ia l S tatem ents 
The recommended form and conten t o f th e  f in a n c ia l  sta tem ents 
p resen ted  by stock  l i f e  insurance  companies w i l l  include  th e  accounting 
recommendations advanced in  Chapter V. The f in a n c ia l  s ta tem ents a re  
intended to  be used by stockho lders fo r d ec is io n  purposes and a re  not 
intended as a s u b s ti tu te  fo r th e  NAIC Statem ent Blank or the  fe d e ra l 
income ta x  re tu rn .
The term inology used in  th e  recommended f in a n c ia l  sta tem ents 
w il l  coincide w ith the  cu rren t term inology used in  conventional f in ­
a n c ia l  accoun ting . I f  the  f in a n c ia l  sta tem ents o f stock  l i f e  insurance 
companies a re  to  be comparable to  o th e r in d u s t r ie s ,  th e  read er must be 
ab le  to  id e n t i fy  and r e la te  amounts being used fo r comparative purposes.
This chap ter inc ludes i l l u s t r a t i o n s  o f  the  fo llow ing f in a n c ia l  
statem ents recommended fo r  p re se n ta tio n  by stock  l i f e  insurance companies: 
Income S tatem ent, Statem ent o f Stockholders* E quity , Balance Sheet, and 
Statem ent o f Changes in  F in an c ia l P o s itio n . The item s l i s t e d  in  the  
f in a n c ia l  sta tem ents apply to  the  ty p ic a l  stock l i f e  insurance company 
a re  a function  of the  tra n s a c tio n s  occurring  during th e  accounting 
period and the  year end ba lances.
D isclosure  o f f in a n c ia l  inform ation  can be p resen ted  in  the  body 
o f the f in a n c ia l  statem ent or in  foo tno tes which a re  considered as an
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in te g r a l  p a r t  o f  the  f in a n c ia l  s ta tem en ts . Since too much d e sc r ip tiv e  
in form ation  in  the  body o f  the  f in a n c ia l  sta tem ents would d e tra c t  from 
the amounts being re p o rte d , i t  i s  u su a lly  necessary to  p resen t a s e r ie s  
o f  foo tno tes to  accompany the  f in a n c ia l  s ta tem en ts. The four sample 
foo tno tes p resented  in  t h i s  chapter r e l a te  to  the  p rev iously  recommended 
methods o f accounting and re p o rtin g  p ra c tic e s  for stock l i f e  insurance 
companies.
The expression  o f  an opinion on the f in a n c ia l sta tem ents by a 
Cl A lends an added degree o f c r e d ib i l i ty  to  those f in a n c ia l  s ta tem en ts . 
Depending upon the  c ircum stances, an a u d ito r ’ s rep o rt may include  an 
u n q u a lif ie d , q u a lif ie d , or adverse opinion on the fa irn e ss  o f  the 
f in a n c ia l  statem ents taken  as a whole. The accounting and re p o rtin g  
recommendations proposed in t h i s  study w il l  in fluence  the  typo of a u d it 
re p o rt th a t may be rendered by a DTA. Since th e  a u d it rep o rt expresses 
an opinion on the  f in a n c ia l  sta tem ents o f the  company, t h i s  chap ter w ill 
i n c l u d e  co n sid era tio n  o f th e  f o l l o w i n g  su b jec t a re a s : ( l )  a s e r ie s  o f
suegosted f in a n c ia l  s ta tem en ts , (2) foo tno tes to  those f in a n c ia l  s t a te ­
ment s and (?) the type o f a u d ito r ’ s rep o rt to  be presented  on such 
f i n a n c i a l  sta tem en ts.
Income Statem ent
The Income Statem ent i s  intended to  r e f le c t  the  r e s u l ts  o f 
o p i n i o n s  for the  accounting p e rio d . Opinion 9» Deporting th e  R esu lts  
o f opera* ions, issued by the Accounting P r in c ip le s  Board in  1966 ha3 
s ig n if ic a n t ly  influenced the form and content, o f  the  Income .Statement.
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Some o f th e  p ro v isio n s o f  Opinion 9 have been included in  Chapter V and 
w i l l  not be repeated  a t  t h i s  tim e. B a s ic a lly , th e  Opinion c a l l s  fo r 
th e  follow ing major c la s s i f ic a t io n s  when p reparing  an Income S tatem ent; 
o rd in a ry , ex trao rd in a ry  and p r io r  p e rio d .
Of the  l i f e  insurance  accounting recommendations made in  Chapter 
V, th e  recommendation which w i l l  have the  g re a te s t  impact on th e  Income 
Statem ent i s  th e  re p o rtin g  o f t o t a l  re a liz e d  and u n rea liz ed  gains and 
lo sse s  on equ ity  investm ents in  th e  Income S tatem ent.
The 1970 Exposure D raft o f th e  Audit Guide did  not take  a 
p o s it io n  on the  re p o rtin g  o f re a liz e d  and u n rea liz ed  gains and los363 on 
investm ents in  s to c k s . The Exposure D raft s ta te d  th a t  th e  AICPA Com­
m ittee  on Insurance Accounting and A uditing had fu rn ished  to  the  
Accounting P r in c ip le s  Board a separa te  p o s itio n  paper on re p o rtin g  
re a liz e d  and u n rea liz ed  gains and lo sse s  on equ ity  investm ents.^
One o f th e  members o f  the  committee provided some in s ig h ts  as 
to  the  fee lin g s  o f  th e  committee in  an a r t i c l e  published  in  the  Spring 
1971 e d itio n  o f World (q u a r te r ly  p u b lic a tio n  o f  P e a t, Marwich, M itche ll 
ft Company). The au thor o f the  a r t i c l e ,  Bobby F. Dunn, poin ted  out th a t  
l i f e  companies, under s ta tu to ry  requ irem ents, re p o rt both re a liz e d  and
^Committee on Insurance Accounting and A uditing , A udits o f  L ife 
Insurance Companies. Exposure D ra ft. December 1970 (New York: American
I n s t i tu t e  o f C e r tif ie d  P ublic  A ccountants, 1 9 7 0 ; ,p . 100.
2
Bobby F. Dunn i s  a p a rtn e r  o f T es t, Marwick, M itche ll ft Co., 
and i s  head o f the  firm f s l i f e  insurance p ra c t ic e .  Mr. Dunn was a member 
o f  the  AICPA*s Committee on Insurance Accounting and A uditing during  th e  
time the  follow ing p u b lic a tio n s  were issu e d : A udits o f L ife Insurance
Companies. Exposure D ra f t. December 1970; A udits o f  Stock L ife Insurance 
Companies. Exposure D ra f t . August. 1972: and A udits o f Stock Life Insurance 
Companies. In d u stry  Audit Guide.
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u n rea lized  c a p i ta l  gains and lo s se s  in  th e  su rp lu s  account. The
committee f e l t  th a t  investm ent gains and lo s se s  should be recognized
3
in  th e  income sta tem en t.
The f in a l  p o s itio n  promulgated by th e  AICPA Committee on 
Insurance Accounting and A uditing in  th e  1972 Exposure D raft and in  the 
Audit Guide c o n tra d ic ts  the  p rev iously  quoted statem ent o f Mr. Dunn.
The 1972 Exposure D raft and th e  Audit Guide o u tlin e s  the  fo llow ing b asic  
a l te rn a t iv e s  in  rep o rtin g  re a liz e d  and u n rea liz ed  gains and lo s se s  on 
equ ity  s e c u r i t ie s :
1 . Report re a liz e d  gains and lo s se s  in  the  Income S tatem ent, 
re p o rt u n re la iz ed  gains and lo s se s  in  a sp e c ia l owners* 
equ ity  account.
2 . Report re a liz e d  and u n rea liz ed  gains and lo s se s  in  a 
separa te  account.
3. Report re a liz e d  and u n rea liz ed  gains and lo s se s  in  
unappropria ted  su rp lus (as  i s  c u rre n tly  being done).
U» Report re a liz e d  and u n re a liz e d  gains and lo s se s  in  the  
Income S tatem ent.
Instead  o f  in d ic a tin g  the  most p re fe ra b le  way o f rep o rtin g
re a liz e d  and u n rea lized  gains and lo s se s  the  committee s ta te d  th a t  a l l
o f the a l te r n a t iv e s ,  w ith the  exception  o f #l», would be accep tab le  fo r
f in a n c ia l  rep o rtin g  purposes. Since the  AICPA i s  studying the  a rea  of
re p o rtin g  gains and lo sse s  on investm ents the  Life Insurance C o m m ittee
■̂ Bobby F. Dunn, ’’New G uidelines fo r  Insurance Accounting,” 
World Volume 5, No. 2 (Spring 1971), p . 5l»
^Committee on Insurance Accounting and A uditing, A udits o f 
Stock f . i fe Insurance Companies .  Exposure D ra ft, August 1972 (New York: 
American I n s t i tu te  o f C e r tif ie d  FUblic A ccountants, 1972), pp. ',7. 
Also Audits o f  Stock L ife Insurance Companies. Industry  Audit Guide  
(Now York: American I n s t i tu te  o f C e r tif ie d  Ju b lic  A ccountants, 1972),
!'• R9 .
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did  not want to  req u ire  a method o f re p o rtin g  which would ev en tu a lly  
c o n f l ic t  w ith th e  pronouncements o f th e  Accounting P r in c ip le s  Board or 
th e  F in an c ia l Accounting Standards Board.
Other recommendations made in  Chapter V th a t  w i l l  be re f le c te d  
in  the  Income Statem ent include  re c o g n itio n  o f  po licy  re se rv e s  using  
r e a l i s t i c  e s tim a te s , am o rtisa tio n  o f a c q u is i t io n  c o s ts ,  reco g n itio n  of 
a l l  a s s e ts  and comprehensive fe d e ra l income ta x  a l lo c a t io n .  Most o f 
th ese  recommendations were included in  both th e  1970 Exposure D raft 
and the  f in a l  In dustry  Audit Guide.
The recommended form and conten t o f  the  income Statem ent fo r 
stock  l i f e  insurance companies, in co rp o ra tin g  th e  accounting  recommen­
d a tio n s  advanced in  Chapter V, i s  p resen ted  a s  fo llow s:
XYZ Life Insurance Company 
Income Statem ent 
For Year Ended December 31» 19A
Revenue
L ife and annu ity  premiums 
Accident and h e a lth  premiums 
Gain on equ ity  investm ents (Note l )
Investment income
T ota l revenue
B enefits  and Expenses
Policy b e n e f i ts
Death b e n e f its
Accident and h ea lth  b e n e f i ts
Increase  in  reserve  l i a b i l i t y  fo r fu tu re
po licy  b e n e f i ts  (Note 2)
Expenses
Premium ta x e s , l ic e n s e s  and fees $ XX
A m ortization o f a c q u is i t io n  c o s ts  (Note i )  XX
Other o p era tin g  expenses XX











XYZ Life Insurance Company
continued
T ota l b e n e f i ts  and expenses
Income befo re  ex trao rd in a ry  item s
E xtraord inary  item s, net o f ta x  e f fe c t
Net income
i e r  share:
Income before  ex trao rd in a ry  item s 
E x traord inary  item s 
Net income
The accompanying no tes a re  an in te g ra l  p a r t  o f th e se  f in a n c ia l  
s ta tem en ts .
Statem ent &£ S tockho ldersT Eg^i ty  
The content o f  the  Statem ent o f  S tockho lders* Equity i s  
in fluenced  by the  stockholders*  equ ity  tra n s a c tio n s  occurring  during 
th e  accounting p e rio d . The purpose o f th e  Stockholders* Equity 
Statem ent i s  to  r e f l e c t  an a n a ly s is  o f  th e  follow ing accoun ts: C ap ita l
S tock, C ap ita l in  Excess o f Par Value, A ppropriated and Unappropriated 
R etained E arnings.
The major departu re  in  th e  recommended sta tem ent and s ta tu to ry  
re p o rtin g  requirem ents i s  the  p re se n ta tio n  of unappropria ted  re ta in e d  
earn ings (unassigned su rp lu s  fo r s ta tu to ry  pu rposes). As recommended 
fo r  f in a n c ia l  rep o rtin g  purposes, the  de te rm ina tion  o f unapnropria ted  
re ta in e d  earn ings i s  in fluenced  by p r io r  period  ad justm ents ( i f  th e re  
a re  any), net income and d iv idends. Thus, the recommended determ ination  
o f re ta in e d  earn ings i s  in  compliance w ith Opinion 9 o f th e  Accounting




P r in c ip le s  Board. T his approach re p re se n ts  a s ig n if ic a n t  departu re
from the s ta tu to ry  technique o f  determ ining unassigned su rp lus
included in  Chapter IV.
The recommended p re se n ta tio n  o f the  Statem ent o f Stockholders*
Equity i s  p resen ted  as fo llow s:
XYZ Life Insurance Company 
Statem ent o f  Stockholders* Equity 
For th e  Year Ended December 31, 19A
C a p ita l in  R eta ined  Egrftfoftg 
C ap ita l Excess o f  Appro- Unap-
Itock Par Value
Balance, beginning o f 
year
Sale o f  c a p i ta l  stock  
Issue o f  stock dividend 
Net income
Dividends to  s tockholders 












XX & XX £ XX S XX
S B B  I j s :
The accompanying notes a re  an in te g ra l  p a r t  o f  these  f in an c ia l  








The suggested form o f  the Balance Sheet fo r f in a n c ia l  r  -porting 
purposes inc ludes a s s e t s  t h a t  fo r s ta tu to ry  purposes are  nonadmitted 
and unainortized a c q u is i t io n  c o s ts .  Investments in  bonds a re  s ta te d  a t
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am ortized cost and a l l  s to ck s a re  rep o rted  a t  market v a lu e . In 
a d d itio n  to  th e  u su a l l i a b i l i t i e s  rep o rte d  by a stock  l i f e  in su rance  
company, the  suggested Balance Sheet in c lu d es  both c u rren t and defe rred  
fe d e ra l income ta x  l i a b i l i t y .
The recommended form o f  th e  Balance Sheet fo r f in a n c ia l  
re p o rtin g  purposes i s  p resen ted  as fo llow s:





Accrued investm ent income XX
Agents* ba lances and accounts re c e iv a b le  (n e t o f
allow ance fo r u n c o lle c t ib le s  o f  $ XX) XX
Policy  loans XX
Investm ents
Bonds, am ortized co st $ XX
P re fe rre d  s to c k s , market value (Note l )  XX
Common s to c k s , market value (Note l )  XX
Mortgages on r e a l  e s t a t e ,  am ortized co st XX
Real e s t a t e ,  co st ( le s s  $ XX accum ulated 
d epre c ia t io n ) XX
XX
P roperty  and equipment a t  c o s t:
land $ XX
B uild ings XX
F u rn itu re  and equipment XX
F x x
Tass accumulated d e p re c ia tio n  XX
X\
Unamortized a c q u is i t io n  c o s ts  (Note 3) XX
Other a 33e ts
A ssets held in  separa te  accoun ts XX
T ota l a s s e ts
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The accompanying no tes a re  an in te g r a l  p a r t  o f  th ese  f in a n c ia l  
s ta tem en ts .




P olicy  l i a b i l i t i e s  (Note 2) & XX
Notes payable XX
Accrued expenses payable XX
F edera l income ta x e s  payable (Note A)
C urrent $ XX
D eferred XX
XX
Other l i a b i l i t i e s  XX
L ia b i l i t i e s  r e la te d  to  sep ara te  accounts XX
T o ta l l i a b i l i t i e s  $ XX
STOCKHOLDERS* EftUITY
C a p ita l stock—au th o rized  XXX shares o f  $ XX par v a lu e , 
issued  and ou tstand ing  XXX shares S XX
C ap ita l in  excess o f  par value XX
T ota l co n trib u ted  c a p i ta l  £ XX
Retained earn in g s:
U nappropriated $ XX
A ppropriated (d escrib e  purpose) XX
XX
T otal stockholders*  eq u ity  $ XX
T otal l i a b i l i t i e s  and stockholders*  eq u ity  $ XX
The accompanying no tes a re  an in te g r a l  p a r t  o f th ese  f in a n c ia l  
s ta tem en ts .
Statem ent o f  Changes in  F in a n c ia l P o s itio n  
As noted in  Chapter IV, the  NAIC Statem ent Blank docs not include 
a statem ent comparable to  th e  Statem ent o f Changes in  F in a n c ia l P o s itio n . 
For f in a n c ia l  re p o rtin g  purposes, the  Statem ent o f Changes in  F in an c ia l
1 6 8
P o s itio n  i s  a requ ired  f in a n c ia l  sta tem ent since  th e  is su e  o f  Opinion 
19 o f th e  Accounting P r in c ip le s  Board.
The recommended form and con ten t o f th e  Statem ent o f  Changes
in  F in an c ia l P o s itio n  fo r  stock  l i f e  in su rance  companies f in a n c ia l  
re p o rtin g  purposes i s  p resen ted  a s  fo llow s:
XYZ L ife Insurance Company 
Statem ent o f  Changes in  F in a n c ia l P o s itio n  
For th e  Year Ended December 31, 19A
Cash provided:
Income befo re  ex trao rd in a ry  item s $ XX
Decrease ( in c re a se )  in  income no t a f fe c t in g
cash:
Increase  in  rese rv e  l i a b i l i t y  fo r
l\itu re  p o licy  b e n e f i ts  XX
A m ortization o f d e fe rred  a c q u is i t io n  c o s ts  XX
D eferred fe d e ra l income tax e s  
Other
Cash provided by o p e ra tio n s  
b efo re  ex trao rd in a ry  item s 
E x traord inary  item s 
Cash provided lYom o p era tio n s  






Bonds sold or matured 
Stocks so ld
Repayment o f mortgage loans 







Cash ap p lied :
Investm ent in  bonds 
Investm ent in  stocks 
Mortgage loans 
Policy  loans 
A cqu isition  co sts  










Net in c rease  (decrease) in  cash $  XX
Cash balances:





The accompanying no tes a re  an in te g r a l  p a r t  o f  th ese  f in a n c ia l  
s ta tem en ts .
The published  f in a n c ia l  sta tem en ts a re  in tended  to  r e f l e c t  th e  
in fo rm ation  necessary  fo r an informed in v e s to r  to  make a buy, s e l l  or 
hold d e c is io n . This d ec is io n  i s  based on an a n a ly s is  o f  th e  f in a n c ia l  
co n d itio n  and th e  r e s u l t s  o f o p e ra tio n s  and a comparison to  companies 
w ith in  th e  l i f e  insu rance  in d u s try  and o th e r  in d u s t r ie s .
To a r r iv e  a t  a d e c is io n , an informed in v e s to r  needs more 
in fo rm ation  than  i s  p resen ted  in  th e  i l l u s t r a t e d  f in a n c ia l  s ta tem en ts . 
A d d itio n a l fa c ts  and in form ation  r e la t in g  to  th e  f in a n c ia l  cond ition  
and th e  r e s u l t s  o f o p e ra tio n s i s  ob ta ined  through means o f  a d e sc rip ­
t io n  o f  s ig n if ic a n t  accounting p o l ic ie s  and foo tno tes to  th e  f in a n c ia l  
s ta tem en ts .
Footnotes £& F in a n c ia l S tatem ents
D isclosure o f f in a n c ia l  in fo rm ation  can be made in  th e  body o f 
th e  f in a n c ia l  sta tem ents o r through use o f fo o tn o tes  to  th e  f in a n c ia l  
s ta te m e n ts . Opinion 22, D isclosure Accounting P o l ic ie s ,  issu ed  by 
th e  AICPA in  A pril 1972 re s u lte d  in  an a d d it io n a l  method o f  d isc lo su re  
o f f in a n c ia l  in fo rm ation . The Opinion re q u ire s  th a t  " . . .  a d e sc rip ­
t io n  o f  a l l  s ig n if ic a n t  accounting p o l ic ie s  o f  th e  re p o r tin g  e n t i ty  
should be included as an in te g r a l  p a r t  o f  the  f in a n c ia l  statem ents." '*  
The Opinion does not req u ire  th e  d isc lo su re  o f accounting  p o l ic ie s  be
^Accounting P r in c ip le s  Board, Opinions o f  th e  Accounting P rin ­
c ip le s  Board Np. 23. D isclosure qT Accounting P r in c ip le s .  A p ril 1972 
(New York: American I n s t i tu t e  o f  C e r t i f ie d  Public  A ccountants, 1972),
p . A3A.
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designated  as a foo tno te  and consequently various methods have been used 
in  re p o rtin g  t h i s  in fo rm ation . For purposes o f th e  annual r e p o r t ,  some 
companies re p o r t  th e  d isc lo su re  o f  accounting p o l ic ie s  immediately 
proceeding th e  f in a n c ia l  s ta tem en ts , some companies p lace  th e  in fo rm ation  
between the  f in a n c ia l  sta tem ents and th e  fo o tn o te s , and some companies 
id e n t i fy  the  d isc lo su re  o f accounting  p o lic ie s  as th e  f i r s t  foo tno te  to  
the  f in a n c ia l  s ta tem en ts.
There i s  some overlap  between the  d isc lo su re  o f  accounting 
p o lic ie s  and th e  foo tno tes to  th e  f in e n c ia l  s ta tem en ts . The d isc lo su re  
o f accounting p o l ic ie s  i s  somewhat genera l whereas th e  foo tno tes  r e l a te  
to  sp e c if ic  item s. For purposes o f t h i s  paper, examples o f  sp e c if ic  
foo tno tes as r e la te d  to  th e  recommended accounting p ra c t ic e s  and the  
recommended f in a n c ia l  sta tem ents w i l l  be p resen ted . A l i s t i n g ,  id e n t i ­
fying the  fo o tn o te s , i s  p resen ted  below:
FflptniPtg if F in a n c ia l Statem ent Item
1 Income Statem ent Gain on equ ity  s e c u r i t ie s
Balance Sheet Investm ent in  stocks
2 Income Statem ent Increase  in  rese rv e  l i a b i l i t y
fo r fu tu re  p o licy  bene f i t s  
Balance Sheet Policy  l i a b i l i t i e s
1 Income Statem ent A m ortization o f a c q u is i t io n
c o sts
Balance Sheet Unamortized a c q u is i tio n
c o sts
U Income Statem ent Federal income tax es
Balance Sheet Federal income tax es  payable
Kxamples o f th e  wording fo r th ese  foo tno tes l i s t e d  above a re  




F o o tn o te
F o o tn o t e  ffU’.
The company re p o r ts  investm ent in  p re fe rre d  and common 
stocks (eq u ity  s e c u r i t ie s )  a t  market v a lu e . Market 
value i s  th e  quoted market p r ic e  as o f  th e  l a s t  day of 
th e  y e a r . Gain on eq u ity  investm ent o f  $ . • • repo rted  
in  th e  Income Statem ent re p re se n ts  th e  t o t a l  n e t 
re a l iz e d  and u n rea liz ed  gains on investm ents in  p re­
fe rre d  and conmon s to c k s . Net re a liz e d  gains fo r th e  
year was $ . . . and ne t u n rea liz ed  gains was $ . . . .
P o licy  l i a b i l i t i e s  were computed by use o f th e  n e t  l e v e l  
premium method using  r e a l i s t i c  e s tim a te s  as to  Ib tu re  
investm ent y ie ld s ,  m o r ta li ty  and w ithdraw als. I n te r e s t  
r a te s  used in  th e  rese rv e  com putations range from k% to  
65*.
The cost o f  acq u irin g  new b u s in e ss , p r in c ip a l ly  a g e n tsT 
commissions, p o licy  is su e  co sts  and o th er v a r ia b le  c o s ts , 
have been d e fe rred  and a re  rep o rted  as unam ortized 
a c q u is i t io n  c o s ts . The c o s ts  a re  being am ortized over 
th e  premium payment period  o f th e  p o l ic ie s  in  p roportion  
to  the  r e la t io n s h ip  o f annual premiums to  t o t a l  
a n tic ip a te d  premiums.
For fe d e ra l income ta x  purposes, th e  company deducts t o t a l  
a c q u is i t io n  c o s ts  in  th e  year in cu rred  and does not in ­
clude u n rea liz ed  gains on investm ents in  determ ining 
cu rre n t fe d e ra l income tax e s  payable. D eferred income 
tax e s  r e s u l t  from th e  tim ing  d iffe re n c e s  in  re p o rtin g  
th e se  item s fo r f in a n c ia l  accounting  and ta x  purposes.
The d e fe rred  p o rtio n  included in  th e  fe d e ra l income ta x  
expense for 19A i s  £« 0  0  •
The fou r  f o o t n o t e s  p r e s e n t e d  a r e  n o t  i n t e n d e d  t o  r e p r e s e n t  a l l  
o f  t h e  f o o t n o t e  d i s c l o s u r e  r e q u i r e d  i n  t h e  f i n a n c i a l  s t a t e m e n t s  o f  
s t o c k  l i f e  i n s u r a n c e  companies bu t  r e l a t e  o n ly  t o  t h e  a c c o u n t i n g  and 
r e p o r t i n g  recommendations  i n c lu d e d  i n  t h i s  s t u d y .  Other f o o t n o t e s  a r e  
n o rm a l ly  p r e s e n t e d ,  where a p p l i c a b l e ,  i n  such a r e a s  a s  n o t e s  payable , ,  
d i v id e n d  r e s t r i c t i o n s ,  s t o c k  c n t i o n s ,  c o n t i n g e n c i e s  and p r o f i t - s h a r i n g  
p l a n s .
The f o o t n o t e s  and f i n a n c i a l  s t a t e m e n t s  must p r o v i d e  a d eq u a te  
d i s c l o s u r e  o f  a l l  i n f o r m a t i o n  r e q u i r e d  by s t o c k h o l d e r s  t o  a r r i v e  a t
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economic d e c is io n s . D isc losure  o f necessary  in fo rm ation  i s  th e  
prim ary re s p o n s ib i l i ty  o f th e  l i f e  insu rance  company but th e  adequacy 
o f  such d isc lo su re  i s  reviewed by th e  company1s c e r t i f i e d  p u b lic  
accoun tan ts in  exp ressing  an opinion on th e  f in a n c ia l  s ta te m e n ts .^
Expression &f Opinion an. Financial Statements
A standard  sh o rt form opin ion  was p resen ted  in  Chapter IV 
along w ith  an opinion rendered  on th e  f in a n c ia l  s ta tem en ts o f  C onti­
n e n ta l American L ife Insurance  Company. The major d if fe re n c e s  between 
th e  op in ions were in  th e  mention o f  accounting  p r in c ip le s  p resc rib ed  
or perm itted  under s ta tu to ry  a u th o r i ty  and m ention o f th e  de te rm ina tion  
o f  a c tu a r ia l  item s.
The opinion paragraph o f  an u n q u a lif ie d  CFAfs re p o r t  s ta te s  
th a t  th e  f in a n c ia l  sta tem ent a re  " . . .  p resen ted  f a i r l y  . . .  in  
conform ity w ith g e n e ra lly  accep ted  accounting  p r in c ip le s  • . •
The AICPA has id e n t i f ie d  GAAP, a s  they  r e la te  to  th e  accounting  and 
re p o r tin g  p ra c tic e s  o f stock  l i f e  in su rance  companies, through th e  
p u b lic a tio n  o f an In d u s try  Audit Guide. A udits o f Stock L ife  Insurance 
Companies. The accounting  and re p o rtin g  recommendations advanced in  
t h i s  paper a r e ,  fo r th e  most p a r t ,  in  accordance w ith th e  p ro v is io n s  
o f the  Audit Guide. I f  the  recommendations were in  complete accord
^The standard  sh o rt form opinion reads "O ir exam ination was 
made in  accordance w ith g e n e ra lly  accepted  a u d itin g  s ta n d a rd s . . . ."  
G enerally  accep ted  a u d itin g  s tandards inc lude  genera l s tan d ard s , 
s tandards o f  f ie ld  work and standards o f  re p o r tin g . The th i r d  standard  
o f re p o r tin g  re q u ire s  t h a t ,  "In fo rm ative  d isc lo su re s  in  th e  f in a n c ia l  
sta tem en ts a re  to  be regarded  a s  reasonab ly  adequate u n le ss  o therw ise 
s ta te d  in  th e  r e p o r t ."  Committee on A uditing Procedure, Statem ent on 
A uditing S tandards. C o d if ic a tio n  o£ A uditing S tandards and Procedures 
T . ( N e w  York: American I n s t i tu t e  o f  C e r ti f ie d  P ub lic  A ccountants,
1973), pp. 81 Sc 78.
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w ith an Audit Guide, i t  would be p o ss ib le  fo r a company to  implement 
them and o b ta in  an u n q u a lif ie d  opinion from i t s  CPA.
The Audit Guide p ro h ib its  th e  re p o r tin g  o f  u n rea liz ed  gains on 
investm ents in  th e  Income Statem ent and re q u ire s  th a t  th e  Income S ta te ­
ment show the  Income Before R ealized Investm ent Gains and Losses. This 
study has recommended th e  combining o f  re a l iz e d  and u n re a lise d  ga ins 
and lo s s e s  on p re fe rre d  and common stocks and re p o rtin g  th e  t o t a l  gain 
in  the  revenue se c tio n  o f  th e  Income Statem ent a s  Gain on Equity 
S e c u r i t ie s .
Assuming th a t  a company does p resen t i t s  f in a n c ia l  s ta tem ents 
in  accordance w ith th e  recommendations included  in  t h i s  study , th e  CPA 
a u d itin g  those  f in a n c ia l  s ta tem ents may render an u n q u a lif ie d , q u a lif ie d  
or adverse opinion depending upon th e  m a te r ia l i ty  o f Gain on Equity 
S e c u r i t ie s .
I f  th e  amount o f re a liz e d  and u n re a liz e d  gains i s  im m ateria l, 
the  CPA may issu e  an u n q u a lif ie d  op in ion . I f  r e a liz e d  and u n rea liz ed  
ga ins a re  m a te r ia l, but the  CPA fe e ls  th a t  th e  o v e ra ll  f in a n c ia l  
sta tem ents a re  f a i r ly  p re sen te d , a q u a lif ie d  opinion should be is su e d . 
F in a lly ,  i f  th e  re a liz e d  and u n rea lized  ga ins a re  so m a te ria l th a t  the  
f in a n c ia l  sta tem ents taken  a s  a whole a re  not f a i r l y  p resen ted , the  CPA 
w il l  render an adverse op in ion .
I f  the  suggested method o f  re p o r tin g  gain  on eq u ity  s e c u r i t ie s  
n e c e s s i ta te s  the  issuance  o f a q u a lif ie d  o p in ion , th e  re p o rt may take  
th e  fo llow ing form.
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Scope paragraph — U nqualified  
Middle paragraph — P art o f  opinion
The company re p o r ts  r e a l is e d  and u n re a lise d  ga ins and 
lo s se s  on investm ents in  s to ck s  a s  ga ins on eq u ity  se c u r i­
t i e s  in  th e  Income S tatem ent. G enerally  accep ted  accounting 
p r in c ip le s  re q u ire  th a t  u n re a lis e d  ga ins on investm ents be 
rep o rted  in  a sep ara te  equ ity  account in  th e  Balance Sheet 
and th a t  th e  Income Statem ent re p o r t  Income Before R ealized 
Investm ent Gains and L osses. The u n re a lis e d  ga ins on in ­
vestm ents fo r  XYZ L ife  Insurance Company fo r  19A amounted 
to  $ . . .  • I f  u n re a lise d  ga in s would have been reported  
in  th e  Balance S hee t, th e  Net Income fo r  19A would have been 
$ . . . .
Opinion paragraph — Q u a lif ied
In  our o p in ion , except fo r  th e  re p o rtin g  o f  u n rea lized  
gains on investm en ts , the  accompanying f in a n c ia l  sta tem ents 
p resen t f a i r l y  . . . .
The necessity o f  a q u a lif ie d  op in ion  i s  j u s t i f i e d  in  th e  fa c t
th a t  th e  recommended method o f  re p o r tin g  gain  on eq u ity  investm ents in
th e  Income Statem ent r e s u l t s  in  the  most m eaningful p re se n ta tio n  o f the
de te rm in a tion  o f ne t income. The Audit Guide re q u ire s  th a t  re a liz e d
gains be rep o rted  in  th e  Income S tatem ent and u n re a liz e d  ga in s  appear
a s  a sep ara te  item  in  the  Stockholders* Equity S tatem ent. P r io r  to  the
i s s u e  o f  Opinion 9 ,  c e r ta in  gains and lo s s e s  were rep o rted  d i r e c t ly  in
the Stockholders* Equity S tatem ent. The tren d  th a t  has developed,
s i n c e  the  i s s u e  o f Opinion 9 ,  i s  to  re p o r t  ga ins and lo s se s  a s  ord inary
item s in  the  Income Statem ent and to  reduce th e  number o f  item s
7
q u a lify in g  as ex trao rd in a ry  item s or p r io r  period  ad justm en ts .
7
'The Accounting P r in c ip le s  Board in  June 1973 published  Opinion 
No 30, R eporting th e  R esu lts  o f  O perations—R eporting th e  E ffe c ts  o f 
D isposal o f  a Segment of a B qsiness, and Extraordinary. Unusual and In ­
frequen tly  Occurring Events §nd T ran sa c tio n s . The Opinion s e ts  fo rth  a 
sejiaratt; c la s s i f i c a t io n  in  th e  Income Statem ent for re p o r tin g  gains or 
lo s se s  r»..su iting  from sa le  o f  a segment o f  a b u sin ess  and s e ts  c e r ta in  
c r i t e r i a  for id e n tify in g  ex trao rd in a ry  item s.
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The a u d ito r f s opinion and th a  form and conten t o f f in a n c ia l  
sta tem en ts p resen ted  by stock  l i f e  in surance  companies have been
s ig n if ic a n t ly  a l te r e d  by th e  is su e  o f th e  Audit Guide. P r io r  to  th e
Audit Guide, stock  l i f e  in su rance  companies used s ta tu to ry  methods o f 
accounting  in  p reparing  th e  f in a n c ia l  s ta tem ents p resen ted  to  i t s  
s to ck h o ld e rs . Following th e  is su e  o f  th e  Audit Guide, companies may
p resen t t h e i r  f in a n c ia l  s ta tem ents in  accordance w ith GAAP which a re
in fluenced  by th e  needs o f th e  stockho lders and designed to  achieve 
com parab ility  between l i f e  insurance  f in a n c ia l  re p o r tin g  and o th er 
in d u 3t r i e s .
The issu e  o f  an Audit Guide i s  not in tended to  h a l t  a l l  
research  in  a p a r t ic u la r  a re a , but in s te a d  to  promote a d d it io n a l  
re se a rc h . Although some o f  th e  recommendations advanced in  t h i s  study 
a re  s im ila r  to  those  p resen ted  in  the  Audit Quide, th e  study a lso  
proposed o th er recommendations not included  in  or co n tra ry  to  the  
Audit Guide. The recommendations proposed in  t h i s  s tu d y , rep re se n t 
an a ttem pt to  a c c e le ra te  p rogress in  f in a n c ia l  re p o r tin g .
A ma/>or r e s p o n s ib i l i ty  o f  suggesting  changes in  accounting  and 
re p o rtin g  p ra c tic e s  i s  th e  im plem entation o f  such changes and the 
r e s p o n s i b i l i t y  o f th e  s tockho lders aware o f  th e  na tu re  and consequences 
o f  the changes. Both th e  l i f e  insu rance  in d u stry  and th e  accounting  
p ro fess io n  share th e  re s p o n s ib i l i ty  o f  educating  th e  read e r a s  to  the  
e f f e c t  o f  the  changes in  th e  f in a n c ia l  sta tem ents o f most stock  l i f e  
insurance companies fo r  1973 and o th e r changes th a t  w i l l  take  place in  
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